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FOREWORD 


THE FIRST TWO ISSUES of the Law Forum have dealt with aspects 
of public law which have become of paramount importance in the last 
few decades. The practitioner of a short twenty years ago could prepare 
his wills, draft his legal documents, and conduct his office practice with 
little or no thought of the impact of tax laws on the result. Estate plan- 
ning had to be done, it is true, but the principal factor which we now 
associate with the term—taxation—was not involved. 

Similarly the area of our jurisprudence which we now call adminis- 
trative law had little effect on the daily activities of the lawyer. Admin- 
istrative agencies existed and the groundwork for future development had 
been laid, but the problems were still largely in the hands of the specialist 
who devoted his full time to such practice. 

Having paid our initial respects to these recent developments—and 
we will return to the problems in the public law field in later issues— 
we focus our attention now on some of the ever-present problems of the 
private law. Accordingly, the next two issues of the Law Forum will be 
concerned with such interesting but well-known subjects as Real Estate 
Transactions and Divorce. 

The Illinois lawyer does not have to be reminded of the value of a 
thorough knowledge of real estate law. Particularly downstate it may 
well be the backbone of his practice. Even where the real estate transac- 
tion is not particularly lucrative in itself, it is certainly a valuable point 
of contact with the public and may furnish the basis for many future rela- 
tions with the client. 

The symposium’s six articles cover most of the important aspects 
of the typical real estate transaction. The discussion of the contract deals 
not only with the various elements of the contract, the types of clauses to 
be inserted in various situations, and the rights of the parties to the con- 
tract, but also includes a practical, down-to-earth presentation of such 
items as the ethics involved in the representation of both parties by a single 
attorney and the relationship of the lawyer to the real estate broker. 

The escrow, a device much more frequently used in Cook County 
than elsewhere in the state, is discussed from the viewpoint of its appli- 
cation in differing fact situations. The flexibility and value of the escrow 
is highlighted, and the troublesome problem of “‘relation back’’ is given 
considerable treatment. 

The rights of persons who are not parties to the contract have not 
been neglected. Even a quick perusal of this article will indicate that here 
is a rather large and interesting problem in itself and one which extends 
far beyond the usual concept of the rights of persons in possession. 


Vv 











Merchantability of title could well form a separate symposium. It is 
obvious that a complete presentation of the problem of the examination 
of the abstract cannot be given in a twenty-page article. However, the 
broad outlines of merchantability are traced and the author gives specific 
suggestions which he feels are necessary for the simplification of real estate 
titles and even more important for keeping real estate practice abreast of 
other modern developments in the law. 

The culmination of the transaction—the deed itself—is discussed 
element by element with particular emphasis on the tricky aspects of the 
reservation and the exception in the deed. 

Even so basic a subject as the real estate transaction cannot be ade- 
quately discussed today without some mention of the effect of taxation. 
Certainly many transactions are consummated without a thought of the 
tax problem involved. But is it ever wise to ignore the incidents of taxa- 
tion? The final article of the symposium furnishes a definite negative 
answer to this question. 

The symposium may be criticized as being too elementary in ap- 
proach. This, I think, is inevitable when dealing with a subject which is 
bread-and-butter law to so many lawyers. But to the young attorney, this 
issue should be an invaluable guide through one of his basic legal services; 
to the more experienced practitioner, it should be a provocative challenge 
to his own methods of operation and suggestive of many new ideas in 
an old field. 

JOHN E. CRIBBET 
Editor, Law Forum. 





THE CONTRACT—ITS CONTENT 
AND SIGNIFICANCE 


BY PHILIP H. WARD* 


INTRODUCTION 


THE SCOPE OF THIS ARTICLE is of necessity limited to the practical 
aspects of drafting the usual type of contract. The material offered is 
intended for the reader who has a reasonable familiarity with the law of 
contracts in general but lacks experience in the mechanics and draftsman- 
ship of a vendor and purchaser transaction. The experienced practitioner 
will find it too elementary but may perhaps benefit by having his attention 
called to some of the improvements in the mechanics of conveyancing. 

If an experienced realtor accompanies the parties to the attorney’s 
office, he will furnish all the essential information to the attorney. All 
too frequently the parties have merely verbally agreed upon a gross price 
for the property and have given no consideration to other details prior to 
their arrival in the office of the draftsman, who is expected to assist them 
in making up their minds upon any other elements which are necessarily 
involved. Therefore, we will consider these elements one by one as they 
are likely to arise in such a meeting, with only one attorney attempting 
to represent both parties. He must, of course, keep neutral and avoid 
raising any questions which may upset the transaction. If he ‘‘kicks over”’ 
the deal, the realtor will forever after avoid his office. If he is other than 
neutral, he is subject to criticism. This brings us at once to the question 
of ethics. 


ETHICS INVOLVED 


Canon 6 of the American Bar Association’s Canons of Professional 
Ethics permits the representation of conflicting interests only “‘by express 
consent of all concerned given after a full disclosure of the facts.’’* So if 
only one of the parties is a regular client of the attorney, the other party 


*PHILIP H. WARD, LL.B. 1913, University of Illinois; member of 
the firm of Ward and Ward, Sterling, Illinois; former president of 
the Title Examiners Section of the Illinois Title Association; author 
of Illinois Law of Title Examination—The Lawyer’s Handbook 
for the Examination of Abstracts in Illinois (Chicago: Burdette 
Smith Company, 1942). 


1A. B. A. CANONS OF PROFESSIONAL ETHICS 7 (1935). 
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must be so advised and given an opportunity to employ other counsel. If 
he does not choose to do so, the attorney should be certain that his client 
does not expect any special favor in the transaction but expects the 
attorney to safeguard the interests of each. If the attorney has any mental 
reservations in this respect or has reason to believe his client expects bias 
in his favor, the attorney must insist that each party be represented by 
separate counsel. 

As the drafting of the contract proceeds, it may develop that certain 
important information is known to the attorney which is unknown to 
one of the parties. It will then be the duty of the attorney to disclose such 
information or decline to proceed with the contract. For example, the 
attorney may know that there is a private unrecorded right of way for a 
sewer extending under the surface and across the property. Only seldom 
can one fail to frankly disclose the facts. Although an attorney is always 
in a delicate position when he attempts to scrupulously represent both 
parties, nevertheless—at least in the smaller communities—most contracts 
are drafted by a single attorney who represents all of the interests. It is a 
tribute to the legal profession that so little complaint arises from this 
practice. 


FORM OF CONTRACT 


A real estate contract is usually prepared upon a printed form. We 
will not consider the effect of memorandum agreements, the essential 
elements thereof, and their enforceability. Such a discussion involves the 
Statute of Frauds and to be of value would require undue length. Forms 
suitable for each locality may usually be purchased, and frequently down- 
state the circuit clerk in order to promote uniformity in recording makes 
a practice of providing a printed form. Probably no printed form in use 
downstate is adaptable to all conditions, but there is one which was 
prepared by a committee of a local bar association for use in its own 
county which has proven to be entirely satisfactory. This was in prepara- 
tion for a long time by a competent group, and sample printings were 
used until, after much experimentation and argument in bar association 
meetings, an acceptable draft was adopted. Most printed forms leave too 
much to be inserted. It is better to have all possible provisions printed on 
the form so that those which are inapplicable to the particular transaction 
may be crossed out. In Cook County there are good forms in use. They 
differ principally because a title guaranty policy or Torrens Certificate is 
specified whereas downstate there must be provision for the furnishing 
of an abstract with opportunity allowed to meet any objections which 
may be made to the title. 


Many offices refuse to use a printed form. Attorneys sometimes claim 
that it is more impressive to dictate the whole contract and argue that so 
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much must be inserted in a printed form that no time is saved by its use. 
However, except in some special cases, it would seem that the use of a 
good printed form would save considerable time, and that while the fee 
might sometimes be less, the compensation for the actual time-consumed 
would be much greater in proportion. Besides the natural desire for 
efficiency, it should be borne in mind that the real estate agent who produces 
a large share of this type of work is inclined to steer the business to the 
office which can complete a good contract for signatures in the shortest 
time at a reasonable cost. The contract is the feeder for much more work 
before the deed is delivered, so it is desirable to be the attorney chosen to 
draw the contract. 

As most contracts will be drafted upon a printed form, we will 
assume that the attorney has before him a good form and is about to fill 
it in in pencil to be copied in duplicate by his stenographer while he makes 
suggestions for later necessary steps. The first item of information is 
naturally the names of the parties, so he proceeds to ascertain information 
with regard to the vendor. 


THE VENDOR 


It should be possible to ascertain from the deed or the abstract the 
exact spelling and initials of the vendor and his or her spouse. As the deed 
is likely to be drafted later from the information appearing upon the con- 
tract, it is advisable to insert the grantors’ names upon the contract in 
exactly the same manner as the names are to appear on the deed. They 
should, therefore, correspond with the names as they appear of record in 
order to avoid the necessity of obtaining an affidavit of identity at some 
later date when any discrepancy might be discovered. 

If the title is in both spouses, it is good practice to refer to them as 
‘husband and wife.’’ If there is no spouse, there is a good opportunity 
when the contract is being drawn to ascertain the exact status, such as, 
“‘bachelor,’’ ‘‘spinster,’’ ‘“‘widow,”’ “‘widower,’’ or “divorced and not 
remarried,” in order that it will so appear upon the deed. 

A careful draftsman will endeavor to have the spouse of the owner 
sign the contract. A man may be ever so certain that his wife will sign 
the deed, but sometimes it develops after the parties have partially per- 
formed the contract that she will refuse to do so. She cannot be compelled 
to sign it, and unless she has signed the contract, specific performance will 
not lie.2 The inchoate dower is an encumbrance which is not removable as 
a matter of right. A tricky vendor may even instigate his wife’s refusal 
in order to get out of a bad deal or “‘chisel’’ an additional concession. The 
vendor may be liable in damages for failure to deliver a “‘sufficient’’ deed, 


* White v. Lang, 401 Ill. 219, 81 N. E.2d 897 (1948). 
® McCord v. Massey, 155 Ill. 123, 39 N. E. 592 (1895). 
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but this is poor consolation to the purchaser who may have considerably 
altered his position in reliance upon the contract. 

If the spouse of the vendor is not present while the agreement is being 
prepared, the attorney should insist that it be taken to her and signed by 
her before the earnest money is paid over. 


THE VENDEE 


If there is to be only one vendee, it is only necessary to ascertain the 
name which he has customarily used or has preferred to use in his business 
transactions. If it is his first purchase, he should be advised to use a 
designation which will sufficiently identify him and which he should 
plan to use in his future dealings. 

If there is more than one vendee, there is a problem as to the designa- 
tion of the separate vendees; but there is a much more serious problem as 
to the type of title which they wish to acquire and hold. Unless other- 
wise designated they will take title as tenants in common.‘ In such event 
if one of them should die before the deed is delivered, the interest of the 
one so dying will pass to his heirs. Frequently two vendees, generally 
husband and wife, will wish to take title in joint tenancy. If so, it should 
be clearly specified that they are purchasing not as tenants in common but 
in joint tenancy. In such event if one should die, the survivor will succeed 
to the rights of both, so the vendor has no problem with relation to the 
execution and delivery of the deed. The question arises as to the duty of 
the attorney if the purchasers or the real estate agent for them states that 
they wish to take the property in joint tenancy. They may specify a joint 
tenancy without any hesitation. The attorney may feel that he has no 
business suggesting a different plan, but clearly he owes a duty to the 
purchasers to make sure that they understand the effect of a joint tenancy. 
He is likely to learn that only the real estate agent has advised that the title 
be so taken. He has perhaps told them that if they follow his advice they 
will ‘“‘not have to go through court.’’ The realtor is probably acting in 
good faith and thinks he is giving excellent counsel. He does not know 
that very frequently it will be necessary to have administration of the 
estate in any case for an inheritance tax proceeding, if for no other reason. 
An attorney who has studied the numerous pitfalls of joint tenancy knows 
that the advice to take title as joint tenants is usually bad advice. He 
has not been called upon for his opinion in this respect, and it is no 
time to stop and give a lecture on the many dangers or disadvantages of 
a joint tenancy. If he warns the purchasers that there are considerable 
dangers but assures them that if they are fully informed and desire a joint 
tenancy, he has no objection to drafting the contract as requested, he has 


“ILL. REV. STAT., c. 76, § 1 (1947). 
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probably done his full duty. If the purchasers indicate that they would 
like to know more about the dangers, he may point out those which seem 
to apply in their particular situation. Usually it is sufficient merely to 
suggest that there are many objections to joint tenancies and that he will 
draw the contract to provide for a joint tenancy deed, but that at the first 
opportunity the purchasers should discuss with him, their tax expert, or a 
lawyer of their choice whether or not they wish to take the property in 
joint tenancy. He may assure them that the vendors will be perfectly 
willing to make the deed in such a way as they may later designate. 

If they insist upon knowing the objections at once, he may explain 
a few without taking too much time and perhaps educate the real estate 
agent at the same time. He can explain that they may both die in the same 
accident leaving minor children, so in any event they should each have a 
will. He probably will not wish to mention that in the event of divorce 
the one who may be contributing nothing to the purchase will share in the 
property, as in the case of Stromsen v. Stromsen,® or that one may sell 
his interest without the signature of the other and retain dower in the 
remaining interest, or that one may force a sale by partition. 


THE DESCRIPTION , 


The exact legal description of the property is not absolutely necessary 
in the contract, but it is most desirable, particularly if the purchasers may 
record the contract. It cannot be overemphasized that the property must 
be so identified that a correct legal description can be obtained to use in the 
deed. The contract cannot be enforced in equity unless the description is 
sufficiently certain. The description in a land contract has been held to be 
sufficiently definite when it will enable a surveyor by aid of extrinsic 
evidence to locate the property.® 

Usually the parties have with them an abstract or deed from which 
an accurate description can be taken. However, even then errors may 
inadvertently occur because a party may have the wrong deed or abstract 
with him. It is a simple procedure—and one which should be carefully 
followed—for the attorney to inquire in a general way as to the location 
of the property and then by a check against his plat book or from his 
knowledge of the locality to determine if the property referred to is the 
property the parties have in mind. 

Sometimes the description is by metes and bounds, and it may be 
necessary to prepare a rough plat from the description to be sure that the 
parties are obtaining what they believe to be the property. It is not safe 
to take an irregular description from a plat book or from a tax receipt. 


5397 Ill. 260, 73 N. E.2d 272 (1947) 
* People v. Regnier, 377 Ill. 562, 37 N. E.2d 186 (1941). 
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If there is such doubt of a proper description that it cannot be resolved 
at the time, the attorney may by appropriate words accurately identify 
the property in such a way that it can subsequently be located, and he 
may provide in the contract or by an extrinsic agreement to have the 
description supplied at some later specified date, either by a survey or by 
reference to records. For example, the vendor may agree to convey a farm 
of approximately 200 acres in Coloma Township which “‘I inherited from 
my father.’’ He may specify ‘‘a strip of land off of the north end of my 
property on the Johnson Road which will have a frontage of 75 feet and 
extend westerly sufficient to make a total of one acre, the exact description 
of which will be determined by a survey which the sellers agree to provide 
within sixty days.” 

It is dangerous to refer to a property merely by a street number. 
There is, of course, a possibility of error because street numbers are fre- 
quently changed, but the principal objection is that no one can be certain 
of the dimensions of the land indicated by the number. If a full city lot 
is intended and the contract so states, it may be possible to enforce the 
contract by the use of the number and extrinsic evidence; but if the tract 
is irregular in shape and is not wholly occupied by the building, difficulty 
may arise when it is time to draw the deed. 

Trouble is encountered all too frequently by a statement of the 
number of acres in the tract to be conveyed. If the price has been deter- 
mined at a certain value per acre but is stated as a total sum, the purchaser 
should receive the number of acres he is expecting to receive. In such case 
the number of acres should be warranted and specific. Usually there is no 
question as to the size of a tract, but if the tract is an irregular shape and 
supposed to have a certain number of acres and the purchase price is a 
lump sum, there is no recourse if the acres are more or less, provided there 
has been no misrepresentation of fact. One cannot be sure, however, that 
there has been no misrepresentation of fact, and no attorney wishes to leave 
open the possibility of any litigation on a contract which he has drawn. It 
is a reflection upon him and, moreover, he may be called upon to use 
valuable time acting as a witness. If there seems to be the slightest occasion 
for doing so, he may insert a paragraph to the effect that the parties believe 
the land described to contain a certain number of acres and if a survey 
shall show that, prior to the final payment, the amount of acreage is more 
or less, the purchase price shall be adjusted in proportion to the acreage 
shown by such survey. The contract may even provide that a survey will 
be made and specify who will pay for it, or it may give either party the 
right to have a survey. 

It has usually been considered that the words ‘‘more or less’’ after 
the number of acres is a protection so that the vendor cannot recover addi- 
tional compensation if there are more acres and the vendee may not have 
a reduction from the purchase price if the acres are less. Whether these 
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words will protect the parties depends upon the circumstances. If they are 
used for any particular purpose, that purpose can best be effected by stating 
exactly what is the intention of the parties in that respect. 

The effect of misrepresentation, fraud, or mistake is not within the 
scope of this article. It is assumed that the parties are all acting in good 
faith and the contract is of the usual nature. The unusual contracts and 
the problems which may arise concerning them will always require special 
consideration. The ordinary contract presents enough problems for the 
present purpose. 

When one finds that more than twenty pages of Words and Phrases 
are devoted to litigation over the term ‘‘more or less,’’ he will be chary of 
using it.” If the words are intended merely to indicate that the parties are 
not sure of the exact number of acres but believe it is approximately the 
number designated and that neither one will take advantage of any shortage 
or surplus, they should say so specifically and not leave this interpretation 
to be inferred. 

There are dozens of cases in which a deviation from the quantity of 
land specified has been held to be immaterial, and there are nearly an equal 
number of cases where the deviation has been held to be material. No 
rule can be laid down. The case of Brooks v. Halane ® illustrates the litiga- 
tion which may arise by reason of use of these words. The Court stated 
as the general rule in this respect that the words are ‘‘of safety and precau- 
tion, and are intended to cover some slight inaccuracy in the computation 
of the number of acres contained within the designated boundary line.”’ 

It frequently happens that an exception from the description should 
be noted. The fact may be that a half-acre in the corner of a farm has been 
sold for school purposes or for a church or cemetery. This may not be 
discovered until the abstract is examined unless the attorney inquires 
specifically or notes the fact from the plat book or abstract. Frequently 
the description of an exception is vague. The rule that an imperfect descrip- 
tion may be aided by parol evidence® will, of course, also apply to 
exceptions, but it is also the rule that if the exception cannot be identified, 
only the description of the exception will fail so that the whole tract will 
be included.*® If there is not sufficient certainty of the exception at the 
time of the drafting of the contract, the contract should provide a means 
for ascertaining the description with certainty. This is necessary because 
the usual remedy is specific performance if litigation arises upon a contract 
to convey real estate, and specific performance cannot be had in equity if 
the contract is in any way uncertain." Every portion of the contract, and 


727 WORDS AND PHRASES 576 (1940). 

5116 Ill. App. 383, 388 (3d Dist. 1904). 

® Appleton v. Rea, 389 Ill. 222, 58 N. E.2d 854 (1945). 
Pry v. Pry, 109 Ill. 466 (1884). 

1 Thomas v. Pope, 380 Ill. 206, 43 N. E.2d 1004 (1942). 
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particularly the description, must be certain or be of such nature that it can 
be made certain. 

Following the description there must be listed any liens upon the 
property which the grantee in the deed will accept. In the days when 
purchasers were attempting to avoid contracts, it was common to object 
to a title because of an easement for a right of way for a drainage ditch, a 
power line, or some other type of utility. In most cases at the time of the 
drawing of a contract, both parties realize that these easements exist but 
consider them immaterial. However, they can become most material if the 
purchaser happens to default and wishes to treat the lien as an encumbrance 
on the title which he will not accept. 

If the property is to be sold subject to a mortgage which the grantee 
in the deed will assume as part of the purchase price, the mortgage should 
be described with particularity, especially as to the amount due thereon 
including interest to a specified date, usually the date of the taking of 
possession. 

In order to avoid the necessity of checking for and listing all possible 
easements, it has become common practice to use after the description the 
words “‘subject to any and all existing rights of way for public highways, 
utilities, and drainage.’’ However, there are frequently easements for 
private rights of way, most of which are visible but some invisible. If 
there is the common use of a driveway into a garage or if there is an ease- 
ment for a lane across the farm property, it should be specified in the 
contract. Often with regard to city properties, it will develop that there 
is a provision for a sewer under the surface of a lot. Generally the pro- 
vision for maintenance of the sewer is a matter of record and will show 
upon the abstract. Sometimes neither of the parties is familiar with the 
fact. Occasionally the attorney from past experience knows of such an 
easement and should call attention to the fact. If inquiry discloses any 
such easement, its effect should be discussed and the wishes of the parties 
with respect thereto should be noted in the agreement. 

City properties are often sold subject to taxes. It is common practice, 
and a good one, to provide for the vendee’s assumption of the taxes, with 
a provision in the contract for an allowance from the purchase price to be 
determined upon a pro rata basis from the last tax receipts. For example, 
in drawing a contract in 1949 for settlement sometime after April 1, 1949, 
unless the property is sold subject to the 1949 taxes, complete settlement 
cannot be made until the tax bills are received in 1950. If the title is 
warranted free of taxes, the vendor must pay the taxes when they become 
due in 1950. This gives rise to practical difficulties. On the other hand, 
if the transaction takes place in a county where the local custom is to 
prorate taxes from the first day of April, the date upon which they become 
a lien, it is a simple matter to provide that the buyer shall receive a credit 
upon the purchase price for a share of the taxes assumed by the buyer 
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prorated from the first day of April preceding the date of possession to the 
date of possession, computed upon the basis of the total taxes assessed for 
the preceding year. In some counties, including Cook County, it is 
customary to prorate the taxes from the first day of January. 

Opinions as to the proper method are about evenly divided. There 
is much merit to the argument for either date. If a local custom has grown 
up using either date, it is well for the contract to follow the custom. If 
the vendor at the time of delivery of possession will have had possession 
himself for three months of the year after April 1st and the purchaser has 
agreed to assume the taxes, the purchaser should receive a credit of one-fourth 
of a year’s taxes. Because the taxes for the current year have not yet been 
determined, it is practical to make the computation from the taxes for the 
next preceding year. 

In some communities it is also necessary to make a provision for a 
pro rata adjustment of meter charges. 

Delivery of possession of farm real estate generally takes place on or 
about the first of March so there is not likely to be any occasion to prorate 
the taxes. The point is that whatever is determined regarding liability for 
taxes should be specifically stated in the contract. 


PERSONS iN POSSESSION ™ 


If a property is sold subject to the rights of persons who are in 
possession, the contract will provide for an adjustment of the rents up to the 
time of settlement. It will help in making such an adjustment and will be 
a protection to the purchaser if the contract states each tenant’s name, the 
time of expiration of his lease or that the tenancy is from month to month, 
the rate of rental, and the time to which the rent is paid. This should be 
worded as a warranty on the part of the seller. It may be suggested to the 
purchaser that it is good business before final settlement to verify with each 
tenant the type of lease and the time to which his rent is paid. It would 
be most unfortunate after making a substantial down payment to find 
that a person in possession of the property is claiming to be a purchaser 
under contract. 


CONSIDERATION 


Usually a contract for the sale of real estate provides for payment in 
cash. It is customary for the buyer to pay a reasonable amount as earnest 
money and agree to pay the balance of the purchase price upon delivery 
of a good and sufficient warranty deed. It is important to have a proper 
amount as earnest money. Ten per cent on farm properties seems to be 


2 See Gordon, Rights of Persons Not Parties to the Contract, infra p. 423. 
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customary in most communities. On city properties the amount varies. 
Usually it is not large because the final settlement will be made within 
thirty to sixty days instead of the following March Ist as is generally 
the case with respect to farm properties. The lawyer should insist, however, 
that the down payment be ample. It should be large enough that the buyer 
is not likely to forfeit it and, in the event of a forfeiture, the seller will be 
able to pay his real estate commission from the earnest money and will 
have enough to cover all legal expense and other loss which may result 
if he finds it necessary to go into court to take possession of the property 
or to quiet title against the contract if the buyer has recorded it. 

Suppose a purchaser has gone into possession and has then failed to 
make the payments as provided in the contract. The seller files suit for 
possession, but the buyer sets up a type of equitable defense and the case 
is tried in a court of equity. There may be a long period before a final 
decision. It may even be that a court of equity will treat the proceeding as 
a foreclosure and permit a period of redemption. During all this time the 
purchaser will be in possession without paying any rent, and the court is 
not empowered to appoint a receiver. The attorney fees cannot even be 
charged, as in the event of foreclosure. While such a situation is not likely 
to arise and usually possession can be obtained by forcible entry and 
detainer proceedings, the attorney is not going to be free from the vendor’s 
criticism if he has approved an insufficient down payment. It is not the 
attorney's duty to insist upon a larger payment, but he at least should 
raise some question as to the amount and throw the burden for the decision 
squarely upon the seller. 

If the payment of the balance is to be made in one lump sum but 
credit is to be taken against such balance for the assumption of a lien, that 
lien should be strictly described. If the lien happens to be a mortgage 
securing notes signed by the seller, there is some danger that the seller may 
later be called upon to pay those notes, even though the amount of the 
notes and interest has been deducted from the purchase price.4* Therefore, 
it is important that this assumption of debt is not too large and that the 
seller is informed of the possibility of his having to pay the debt if the 
purchaser fails to do so. We have already discussed the description of the 
lien, subject to which the property is being sold, so at this point in con- 
nection with the consideration, it may only be necessary to say ‘‘and 
ee by the assumption of the mortgage lien hereinabove described.” 

Frequently the balance of a purchase price is payable in installments. 
The contract should then provide the date on which each of the install- 
ments will become due, their amounts, the rate of interest, whether interest 
is included in the payments, and whether interest is payable annually or 
semiannually. It should be stated whether the interest is computed on the 


* Brosius v. Madsen, 297 Ill. App. 94, 17 N. E.2d 229 (1st Dist. 1938). 
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amount due at the beginning or end of the interest period or if it is figured 
on the amounts from time to time unpaid, so that the amount of interest 
is reduced with each monthly payment. 

Unless the contract so specifies, the purchaser will not be. permitted 
to make his payments more rapidly. Frequently the seller prefers not to 
accept his money, so if the purchaser plans to pay off more rapidly than 
the contract provides, the contract should give him permission to do so. 
For example, it may state that he may pay any amount at any time or he 
may pay any amount in multiples of $100 on any interest-paying day. 
There will be no difficulty in establishing some amicable plan when the 
contract is being drawn, but it is important that the minds meet on 
this subject and that the attorney place the agreement in writing with 
appropriate words. The place of installment payments should also be 
specified. Usually a contract will indicate the place for settlement; but 
when a contract provides for installments over a considerable period, the 
attorney will not wish to have each payment made at his office, even 
though he is glad to have them specify his office as the place for delivery of 
the deed and payment of the purchase price. 

If part of the consideration is the conveyance of a piece of real estate, 
the usual form contract will not be sufficient. There are printed forms for 
use in the exchange of real estate, but it is best to have a typewritten con- 
tract which applies to the particular transaction. A part of the considera- 
tion will be ‘“‘by executing and delivering to the seller [or first party if he 
has been so designated] a good and sufficient warranty deed conveying to 
him the following described real estate.’’ Then after describing the real 
estate, provisions as to title, possession, and other features should be 
inserted with the same care as was advised in drafting the regular contract. 

If part of the consideration is to be a note secured by a mortgage or 
trust deed, details of the note should be described completely, including 
the date, maturity, amount, interest rate, prepayment privileges, and names 
of the maker and the payee. If a special form of note or trust deed or 
mortgage is to be used, the form or forms should be specified: for example, 
“the form of note and trust deed in use by the Chicago Title and Trust 
Company.” 


THE DEED”™ 


The contract should provide that upon payment of the balance of 
the purchase price, there shall be delivered a good and sufficient warranty 
deed, conveying the said real estate to the buyer, subject only to such 
provisions as may be stated in the contract. The delivery may be in 
escrow. Escrow arrangements are treated in a later article.‘*° Whether the 


See Kagy, Significant Aspects of the Deed, infra p. 455. 
*® See Mann, Use and Value of Escrows, infra p. 398. 
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deed is good and sufficient will depend upon the title as shown in the 
abstract. Note that this phraseology does not require the deed to be executed 
by the vendor specified in the contract. If the purchaser is going to rely 
particularly upon the warranty of the vendor described in the contract, he 
may wish to require that the deed be signed by that vendor. Usually, 
however, he only desires assurance that the one who has the title will sign 
the deed. 

The spouse of the grantor must join in the deed. If John Jones has 
the title, the deed is not sufficient unless John Jones’ wife, if he has one, 
also joins in it. If the abstract shows a life estate in John Jones’ mother- 
in-law, she must also sign. Unless every person having a claim against 
the property signs the deed, it is not ‘good and sufficient.’’ Although the 
deed will ordinarily run to the buyer, if the contract provides that it may 
be assigned and the buyer does assign his rights, the deed will then run 
to the assignee who stands in the place of the buyer. No trouble is likely 
to arise on this question. 


MERCHANTABLE ABSTRACT 


The contract, in addition to providing for the deed, should provide 
that there be furnished a merchantable abstract showing a merchantable 
title, unless there is a provision for the use of a title guaranty policy or a 
Torrens Certificate. Much difficulty is encountered in the closing of real 
estate transactions due to failure to provide for the making of objections 
to an abstract or the meeting of the objections when made. The question 
of what is a merchantable title is not within the scope of this article,?® 
but the care necessary to provide for a merchantable abstract cannot be 
overemphasized. 

In the first place, it need be noted that what is a merchantable abstract 
varies greatly in different counties. Until rules for examination of abstracts 
were adopted in most of the downstate counties, attorneys went to absurd 
lengths in finding objections and requiring them to be cured because of 
the danger that some other attorney would find fault with the abstract at 
a later date. The Illinois State Bar Association several years ago approved 
suggested rules for examination of abstracts,17 and these rules have been 
generally adopted by county bar associations, with the addition of rules 
applicable to local situations. Where no rules have been adopted, an 
argument resulting frequently in ill-feeling is likely to arise between the 
attorney for the vendor and the examiner for the purchaser. Where such 
rules have been adopted, most trivial objections are avoided if the abstract 
is examined by a purchaser in the county in which the land is located. It is 


© See Yoder, Merchantability of Title, infra p. 438. 
“ILL. STATE BAR ASS’N, SECTION ON REAL ESTATE LAW, RECOMMENDED 
UNIFORM RULES FOR EXAMINATION OF ABSTRACTS OF REAL ESTATE TITLE (1942). 
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strongly recommended that the contract provide for an abstract of title 
“merchantable according to the rules for examination of abstracts in’’ the 
county in which the land is located. 

It is proper to require that the abstract be extended to a date subse- 
quent to the date of the contract. A final check of the records at the time 
of closing the transaction may be made to ascertain that nothing has 
transpired to affect the title from the date of the last extension to the time 
of settlement. An abstract, unless the contract otherwise specifies, should 
show the title from time of entry from the United States, but it is cus- 
tomary in certain communities, and with relation to certain additions, to 
accept an abstract which is not complete, in that it begins with the date 
of platting. If it is intended that the abstract need not be complete, the 
contract should contain a requirement that the abstract be complete from a 
date to be specified. Occasionally a printed copy of an abstract will be 
accepted for a certain period. The purchaser may demand a complete, 
signed abstract unless he has agreed in the contract to accept a copy for a 
portion of the period covered by the abstract. 

Provision should be made for delivery of the abstract. It is best to 
provide specifically in the contract that the seller shall deliver the abstract 
to the buyer or his attorney within a certain number of days or ‘‘as soon 
as may be practicable’ for examination by the buyer’s attorney. The 
length of time which may be permitted for delivery of the abstract will 
vary in different counties, and the local situation may be such that it is not 
advisable to set a definite limit although an ascertained limit, such as sixty 
days, is preferable. There should definitely be a limited period of time 
during which the buyer’s attorney shall examine the abstract. Unfor- 
tunately many attorneys are quite dilatory, so a definite time limit during 
which he must report his objections will have salutary effect and will 
avoid embarrassment. If the objections are not filed within the limit 
specified, the seller has a right to assume that the title is acceptable. 

The next question is how much time should be allowed to meet the 
objections, assuming that they can be met. If there is a definite time at 
which the settlement is to be made, the seller is limited by that date. This 
is usually true when the contract involves a farm to which possession will 
be given the following March Ist. On town property the time for settle- 
ment is usually as early a date as the parties think practicable for obtaining 
the abstract extension, having it examined, and meeting the objections. 
The period of time for settlement will be specified in the contract, either 
as a definite date or a period such as ‘“‘within thirty days from date hereof.”’ 
Usually the time for settlement will appear in the statement of the method 
of payment: for example, “balance within sixty days of this date upon 
delivery of possession and warranty deed,”’ etc. 

Provision should be made for the situation, which frequently arises, 
in which it appears that it will be impossible to have all the objections to 
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the title obviated at the time of settlement, and yet it is apparent to all 
the parties that the title can be made merchantable if additional time is 
allowed. Perhaps it will be necessary to wait until the time expires for the 
filing of claims against an estate. Perhaps it will be necessary to quiet the 
title in a court proceeding. If it is apparent that the title can be made 
good, there is no need to delay the settlement; it is customary to pro- 
ceed with the closing of the deal, holding back a certain amount of money 
as a guarantee to protect the title. It is just as well to anticipate this 
situation by inserting in the contract (usually in the printed portion of 
a form), a clause providing substantially that ‘‘should the title be de- 
fective to such an extent that it cannot be perfected when the deed is to 
be delivered but can be perfected by court proceedings or otherwise within 
the period of twelve months, the buyer shall pay the balance of the 
purchase price to the seller who shall deposit an amount sufficient to pay 
the expense of perfecting the title and of extending the abstract.’’ This 
wording does not specify with whom the money will be deposited. 
Presumably it will be deposited in a bank in escrow. As a practical matter 
it will usually be deposited with the attorney for the purchaser as a guarantee 
that the attorney for the seller will proceed. 

When the deposit is made, it is usual to give a receipt or draft a short 
contract, stating the understanding of the parties that the attorney for the 
seller shall proceed at once to perfect the title and that upon doing so the 
one who had the money on deposit will pay him the expenses incurred 
and pay the balance over to the seller. In such event it is well to provide 
further that if he does not proceed promptly after due notice, the one who 
holds the deposit may do the work or have it done and pay for it out of 
the amount of the deposit and then pay the balance over to the seller. It 
is seldom that any difficulty arises in this connection, particularly as in 
many cases one attorney has represented both parties and may have been 
the one to examine the abstract and may also be the one to meet his own 
objections. This seems to be an incongruous situation but seldom causes 
any difficulty. However, an attorney is frequently embarrassed in finding 
objections if the seller happens to be his own client. 

At the time of execution of the contract, the attorney should ascertain 
whom the purchaser desires to examine the abstract. The attorney must 
not assume that he is going to examine it, even if he is representing both 
parties in the draftsmanship. He should cause the purchaser to feel free to 
take the abstract elsewhere for examination and should offer to forward 
it to the chosen examiner as soon as the abstract is received. If the abstract 
is examined by a different attorney than the one who drew the contract, 
the latter will probably be employed to meet any objections which are 
made. It is most embarrassing for an attorney, regularly employed by the 
vendor but representing both parties in this transaction, to discover subse- 
quently that serious objections must be made to the title of his own client. 
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There is always the suspicion that he may have found the objections merely 
to secure the work of clearing them up. If an attorney is going to represent 
both parties in a contract, he is going to be in embarrassing situations 
occasionally and must take every precaution to minimize the chance of any 
misunderstanding. 


TRIVIAL OBJECTIONS 


A provision which is not usually in contracts but is rapidly coming 
into favor makes an attempt to meet the difficulty of trivial objections. 
In the days before general rules were adopted for examination of abstracts, 
the attorney for the purchaser often filed a long list of such objections. 
Many of these he was ready to waive, but sometimes—perhaps for the sake 
of obtaining a reputation for being most meticulous and exacting, which 
reputation he believed might be advantageous to him—he would insist on 
the correction of minor objections. Perhaps he did so with the idea that 
the seller would throw off part of the purchase price to induce the buyer to 
accept the title whereby the attorney could point with pride to a fine job 
of ‘‘chiseling’’ for his client. 

Unless there is some provision for such a situation, the buyer is faced 
with a threat of a bill for specific performance, and the seller is in danger 
of much added expense and annoyancé. Only a court can decide the issue 
unless a provision is made in the contract. A provision for arbitration can 
be placed in the contract stating that each person may select a lawyer who 
in turn may select a third lawyer to determine the validity of an objection. 
Buyers will shy away from such a provision, yet it is better to insist upon 
it than to take the chance of trouble that might develop if the attorney 
anticipates that the abstract will be examined by one likely to find un- 
necessary fault with the title. In some counties there are title committees 
of local bar associations appointed to pass upon such questions. In a county 
which has a title committee, the following provision has worked exceed- 
ingly well: 

“In the event objections to the title are made which the seller 
deems trivial, such objection shall be submitted to a disinterested 
qualified attorney who shall be agreed upon by the parties or the 
"Fee eae OF ens sic cin rae hin Bar Association 
and whose charges shall be paid jointly by the parties hereto and 
whose decision shall be final.”’ 


It has been most gratifying to note that this procedure is almost never 
used. The very fact that the provision is there causes the parties to adjust 
their differences rather than submit their dispute to a committee. It acts 
as a catalyst or, as some one has said, a ‘‘shotgun at a wedding.”’ In the 
county referred to and in which this provision has been in use for some 
years, the title committee has been called upon only once. A new title 
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committee is appointed each year but has nothing to do. Of course, in this 
county there are liberal rules for the examination of abstracts so that trivial 
objections are not likely to be made. If they are, the attorney for the 
purchaser realizes they are trivial and is not likely to submit his objections 
to a disinterested attorney or committee. Unfortunately an attorney who 
is in the habit of being most strict will avoid the use of such a phrase in his 
contract if he draws it or will refuse to let his client sign a contract with 
the provision in it if he has opportunity to look over the contract. 

The threat of an action for specific performance is not as serious now 
because it is possible to use the new Declaratory Judgment Act.'* The 
specific performance suit was difficult, expensive, and technical. The ques- 
tion of the tender of an allegedly good abstract was often sufficient to cause 
an attorney to accede to unreasonable objections. Now if litigation is 
imminent, the question can be quickly and inexpensively presented to the 
court for a binding decision. 

In counties in which a guaranty policy or Torrens Certificate is used, 
the contract will provide for one or the other instead of a merchantable 
abstract. 


DELIVERY OF POSSESSION 


The contract should provide for the date on which possession shall 
be given. Usually this may be merely stated ‘‘at time of delivery of the 
deed.’’ If possession is to be taken subject to rights of tenants in possession, 
it should so state; and there should be a provision that at the time of 
settlement the rentals shall be prorated and that the purchaser will receive 
credit upon the purchase price for any rentals which have been collected 
beyond the date of the time of possession. Attention has already been 
called to the matter of prorating the taxes in certain cases. If the property 
has been sold subject to taxes which are a lien, the buyer shall, if the taxes 
are to be prorated, receive a credit upon the purchase price for the share of 
the taxes assumed by the buyer, prorated from the date specified in the 
contract, which date will be either January Ist or April Ist, according to 
the custom in the particular county. 


REMOVAL OF FIXTURES 


It is practical and frequently quite important that the attorney inquire 
at the time of drafting the contract whether any items are being reserved 
by the seller or if there are any articles which would naturally be retained 
which are to be included in the sale. Very frequently, for example, when 
a sale is being contemplated, the seller will agree that the loose lumber or 


*ILL. REV. STAT., c. 110, § 181.1 (1947). 
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posts or wire will go with the place; yet if there is no such agreement when 
he moves off, he may take these items with him with the result that there 
is an argument at the time of settlement. More frequently the seller expects 
to retain certain items which are properly a part of the real estate. He 
may or may not have told the purchaser that these were to be reserved. 
At the time of settlement, some item which he intended to reserve has 
suddenly become of great value to the purchaser who refuses to let it be 
removed. If the item had been mentioned when the contract was drafted, 
there would have been no difficulty arriving at an understanding. For 
example, it may be that a certain light fixture was a birthday present which 
has sentimental value to the owner. The purchaser will probably be 
willing to let that fixture be removed if the former fixture is reinstalled, 
another put in its place, or a cash allowance made. In the writer's experi- 
ence, the seller of a farm insisted upon his right to remove the hot water 
heater connected to the furnace in the basement. 


In the case of argument at the time of settlement, the law of fixtures 
as between the vendor and purchaser is fairly well settled, and yet each 
individual item must be considered with respect to the law and the par- 
ticular facts. Many items are of such a nature that their failure to be 
fastened to the real estate or the fact that they are so fastened may be 
decisive. Careful inquiry will determine the minds of the parties in these 
respects, and it is a simple matter to state the understanding in the con- 
tract. The attorney may state that the seller reserves the right to remove 
“‘a large brooder house and the electric stove.’’ In such event it will be 
presumed that he is not to remove anything else on which there would be 
any question. Suppose the contract provides that the seller shall leave all 
loose wire and posts and the coal in the cellar. Then the purchaser cannot 
very well claim that this vendor had also agreed to leave other items not 
mentioned in the contract. The mention of certain items automatically 
excludes others not mentioned. 


PLACE OF CLOSING 


It is advisable to specify in the contract the place at which delivery 
of the deed and payment of the purchase price will be made. If there are 
two attorneys involved, there may later be difficulty as to the place of 
settlement, so this can be decided easily when the contract is being drawn. 
If there is only one attorney involved, it is natural to specify his office 
unless there should be a reason to specify some other place, such as the 
office of the recorder or a local bank. 

If the purchaser is financing his loan through an insurance company, 
it is frequently practical to provide for closing the transaction at the office 
of the recorder of deeds of the county. However, the lending agencies are 
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usually quite agreeable in this respect and, regardless of the place for closing, 
will accommodate themselves to the local situation. 


PROVISIONS FOR INSURANCE 


Most practitioners have a preference as to the handling of the insur- 
ance provisions in a contract. No general provision will meet all condi- 
tions. Attorneys realize the importance of providing for application of 
the proceeds of loss in the event of fire or windstorm, but it is difficult at 
the time of drawing the contract to ascertain the amount of insurance upon 
the buildings and to determine what shall be required. The chance of 
such a casualty is slight, and there is no use of unduly disturbing the 
parties. The following is a very workable provision: 


“The seller shall keep all improvements upon the premises 
insured against fire, lightning, and windstorm for the amount for 
which they are now insured and have notice of the contract endorsed 
upon the insurance policy or policies, and in case of loss by such 
means, the buyer shall have the option of applying the proceeds of 
the insurance policies upon the balance under this agreement or upon 
the replacement or repair of such loss.”’ 


The advantage of requiring insurance for the amount “for which 
they are now insured”’ is that it is not necessary to ascertain the amount 
of insurance. The buyer will immediately inquire the amount of the 
present insurance. Perhaps the seller can give this information. If he can- 
not, the attorney can interject that this is a usual and fair provision and 
that since it is necessary to immediately call upon the agent to have 
endorsements placed upon the policy, inquiry can be made of him at that 
time as to the amount of the insurance. If the buyer then thinks that there 
is enough insurance on the buildings, he can let it go as it is. If he thinks 
there should be more insurance, it will not cost much to carry such addi- 
tional insurance as he wishes at his own expense for the short period of 
time before the contract is completed. 

It may be necessary to explain to the parties the necessity of having 
the endorsement upon the policy show that the property is being pur- 
chased under contract by the purchaser and that any loss shall be payable 
to the parties to the contract as their interests may appear thereon. 
Attorneys, of course, are aware of the fact that insurance policies require 
that any change of ownership be communicated to the company. A failure 
to do so will give the insurance company a right to refuse payment of the 
loss. While it is not the practice of an insurance company to refuse pay- 
ment of loss because of such failure of notice, yet if the insurance company 
is suspicious of a loss and desires a basis upon which to refuse payment, it 
can quickly take advantage of the failure of the parties to have an endorse- 
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ment placed upon the policy. The burden is placed by the contract upon 
the seller to do this because he knows the agent and has the policy either 
in his possession or in his control and so can easily have the endorsement 
placed upon it. 

The parties may inquire as to their rights if the buildings are totally 
destroyed. Usually a purchaser would not wish to take the property with- 
out the improvements, even if he could have the insurance. Under the 
provision above stated, he cannot refuse to take the property if the im- 
provements are destroyed. If he wishes to protect himself against such 
a contingency—as he may wish to do if he is buying the property for a 
home—a special provision should be placed in the contract to the effect 
that if the property is destroyed by fire or windstorm prior to the delivery 
of possession, the buyer shall have the right to repudiate the contract and 
have a return of his down payment. The seller will ordinarily not object 
to such a provision because he knows that in the event of fire, he will 
receive the proceeds of the insurance instead of the purchase price of the 
property. 

The question arises as to what will be the situation if there is no 
such provision in the contract. The law is unsettled in this respect. Let us 
assume that the property is well insured in the name of the seller and there 
is no provision that the loss, if any, will be payable in any proportion to 
the buyer, either at his option or otherwise. Shortly before the time to 
close the deal and give title, the residence is destroyed by fire. The seller 
has the right to collect the insurance as against the buyer. The buyer has 
a right to a deed to a piece of property described only as real estate, but 
does he have a right to the proceeds of the insurance collected by the 
vendor? If there has been a delay occasioned by the vendor, the answer 
is yes.?® 

Suppose the buyer has merely agreed to convey a certain lot in a 
certain block and is ready, willing, and able to do so, and the purchaser 
refuses to settle because the building which existed on it at the time of the 
contract has been destroyed. All sympathy would be with the purchaser, 
and yet in the absence of some provision for his protection in the contract, 
it is not certain that he would be protected. Of course, it is possible that 
he could make a showing of fraud or mistake, but he would have a difficult 
time attempting to show that it was part of the contract by any implication 
that he would have the proceeds of the insurance or would have a right to 
repudiate the purchase. Probably in such a case, it would be held that the 
building was such an important part of the contract that destruction of 
the building made a case of impossibility of performance. The law in this 
respect is not settled in Illinois and varies in other jurisdictions, so it is most 
important to incorporate in the contract the intention of the parties with 
respect to the proceeds of any insurance. 


* Zenor v. Hayes, 228 Ill. 626, 81 N. E. 1144 (1907). 
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It is entirely proper for the purchaser to be required by the contract 
to take over the unexpired insurance policies at the time of settlement and 
pay the pro rata unearned premium upon them. If the contract does not 
specify this, the buyer may refuse to take over the policies so the seller 
may, of course, cancel his insurance but he will have to accept a short rate 
settlement. If the purchaser takes over the insurance, he will pay no more 
than he would pay if he should purchase a new policy. Therefore, it is 
advisable to provide that ‘‘the buyer will accept the assignment of any 
unexpired insurance policies and pay the seller for the prorated value of 
the unearned premium thereof from date of possession.’’ If the insurance 
is carried in a mutual or assessment company, the insurance will not have 
an unearned value at the time of settlement, so this provision does no harm. 
The purchaser may have a relative in the insurance business, be in. the 
insurance business himself, or have a just reason for not wishing to take 
over the insurance. If so, he may properly refuse to accede to the suggested 
provision without offending the seller. The attorney can explain in such 
situation, however, that it is customary and fair for him to take over the 
insurance, with the plan in mind that when it expires he will then place 
it elsewhere. 


FORFEITURE CLAUSE 


It is stock wording in real estate contracts that ‘‘in case of failure of 
the buyer to make either of the payments or any part thereof or to perform 
any of the covenants on his part hereby made and entered into, this agree- 
ment shall, at the option of the seller, be forfeited and determined, and 
the buyer shall forfeit all payments made by him on this agreement and 
such payment shall be retained by the seller in full satisfaction of and in 
liquidation of all damages by him sustained, and the seller shall have the 
right to re-enter and take possession of the premises aforesaid.” 


There are some variations to the above wording. Usually there is no 
objection to such a provision, and it is not necessary to explain the terms 
in detail. However, special note should be made of some of its elements. 
In the first place, the courts are not inclined to hold strictly to this severe 
wording. On any reasonable ground, a court of equity will protect 
against a forfeiture. Note that the forfeiture is only ‘‘at the option of the 
seller.’’ If he decides to forfeit, he may retain the payments; but under the 
above wording if he does so, he must take the forfeited payments in full 
satisfaction and liquidation of the damages by him sustained. Suppose he 
prefers not to forfeit. It is generally assumed by a buyer that if he does 
not wish to go through with the deal, all he has to do is forfeit his pay- 
ments and get out of the transaction. In the big drop in prices in the twen- 
ties, many buyers learned to their sorrow that the situation was not quite 
so simple. The seller had made a good sale and did not propose to take the 
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farm back if the buyer was financially responsible. Many buyers were 
compelled to pay a large additional price for a release of the contract. 

It should also be noted that the seller may not always be permitted 
to claim his forfeiture. Suppose the contract provides for. monthly 
payments, and after a few payments the purchaser becomes slow in making 
them. The seller does not object but accepts payments at a later date. 
Then after many payments are made, the seller decides to be very strict 
and to exercise his option because the purchaser is several days late in 
a payment. The court will always relieve against such a forfeiture be- 
cause the seller is not permitted to lull a purchaser into security and 
then suddenly invoke strict legal rights.2° Before invoking the forfeiture 
in such a case, it will be necessary to make clear to the purchaser by 
appropriate means that henceforth he will be held strictly to the time for 
making his payments. 


THE RIGHTS OF THE VENDEE 


The provision above discussed is ample protection for the vendor, 
but what rights does the vendee have in the real estate contract which can 
be saved for him by proper draftsmanship? The printed forms seem to 
ignore him. He enters into a purchase in good faith and makes a substan- 
tial down payment. Later it develops that the seller cannot give mer- 
chantable title. There is a life estate outstanding which cannot be acquired, 
perhaps there is a contingent remainder which is indestructible, or it may 
be that the vendor’s wife refuses to sign. The purchaser cannot obtain 
specific performance because it is impossible for the seller to perform. He 
may recover damages which will include the down payment and improve- 
ments which he has made on the property in reliance upon the contract. 
This seems to be about the limit of his recovery although he may also 
recover any advance in the market value of the property.” 

There is no reason why there could not be a provision added to the 
contract that if the seller is unable or refuses to perform that he shall not 
only return the payments made but shall pay some specified amount as 
liquidated damages. There is no reasonable argument which could be 
advanced against the propriety of such a provision. However, from a 
practical standpoint, it might as well be forgotten. If an attorney would 
suggest some such provision, the seller would not only be offended but 
would perhaps refuse to go ahead with the contract. The chance of the 
suggested contingency occurring is so slight that it never seems worth 
while providing for it in a contract at the risk of offending some of the 
parties. 


” Neil v. Kennedy, 319 Ill. 75, 149 N. E. 775 (1925). 
*t Firebaugh v. Wittenberg, 309 Ill. 536, 141 N. E. 379 (1923). 
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THE ASSIGNMENT OF THE CONTRACT 


A well-drawn real estate contract will provide that ‘‘all the covenants 
and agreements herein contained shall extend to and be obligatory upon 
the heirs, executors, administrators, and assigns of the respective parties 
hereto.”’ In the main this is unobjectionable, and no better wording is 
suggested. The question arises, however, as to the assignment of the interest 
of the purchaser. When John Jones pays $2,000 on a $5,000 transaction 
and is ready to pay the other $3,000 in thirty days, he has a substantial 
equity. Suppose he assigns his interest to Tom Smith. When the deed 
is to be delivered, the seller finds that he must make his deed to Tom Smith. 
He inquires about the rights, if any, of Mrs. Jones, the wife of the original 
purchaser. Under the statute she has a dower in any “‘interest’’ of her 
husband in real estate. Properly an assignment by Jones should be joined 
in by his wife. The attorney examining the title probably has knowledge 
of the situation, and his purchaser, Smith, may be taking a chance of 
trouble with Jones’ wife if she should claim dower in her husband's equity 
in the contract. The seller may wonder about his liability to Mrs. Jones 
if he makes the deed to Smith without her signature. However, it is 
generally considered and is probably true that the wife of Jones has no 
rights which she may enforce. 

In the case of Taylor v. Kearn,”? a purchaser under a contract executed 
a mortgage upon the land before he completed his payments and received 
his deed. The mortgage was foreclosed, and it was held that the wife 
had no interest until her husband was in a position to enforce specific 
performance. 

In Greenbaum v. Austrian ® the purchaser died before completing 
his payments. It was held there was no dower in the widow if there was 
not enough personal estate to complete the payments, but if the adminis- 
trator should complete the payments, dower would attach. 

The case of Morse v. Thorsell ** involved a claim by a widow to 
property which her husband purchased under contract twenty years earlier 
and then sold by assigning the contract. Her dower was denied because 
she failed to prove that her husband had actually paid for the lot before he 
sold the contract. 

In view of the above cases, it is likely that a wife cannot claim dower 
unless she can show the whole consideration was paid by her husband. 
Nevertheless, caution dictates obtaining the signature of Mrs. Jones to the 
assignment, both for the protection of the grantor and the assignee. 

On the other hand, suppose Mr. Wealthy has undertaken to give a 
warranty deed to Blackacre, but before time for closing the deal, he has 


* 68 Ill. 339 (1873). 
= 70 Ill. 591 (1873). 
“78 Ill. 600 (1875). 
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conveyed Blackacre to Mr. Nogood. Is the purchaser obligated to take a 
warranty deed from Mr. Nogood when he counted on a warranty deed 
from Mr. Wealthy? As long as he has a chance to examine the abstract 
and know that he has a good title, it should make no difference to him. 
Unless the contract states that the warranty deed will be signed by the 
original vendor, the vendee cannot complain so long as he has a good and 
sufficient warranty deed. 


EXECUTION 


The formality of the execution of a real estate contract is most simple. 
We have stated the importance of having the signature of the wife of the 
vendor because she cannot otherwise be compelled to sign the deed.** If 
the vendee is an individual, his signature is sufficient. If he desires to have 
title to the property pass in joint tenancy to him and his wife, the question 
arises as to whether the wife should also sign the agreement. If her name 
appears in the heading as one of the parties, she obviously should sign. If the 
purchaser provides that the deed shall be delivered in joint tenancy to him 
and his wife and she is not a party, it is not necessary that she sign. How- 
ever, if she does not sign in such a situation, suppose he should die? There 
is a serious question as to whether his wife would succeed ds a joint tenant 
to his interest in the contract. She probably would not. But if she is not 
a party to the contract, her position would be no better by having signed. 
The only advantage of not having the spouse sign a contract by which the 
title is to pass in joint tenancy is that if she fails to sign, she cannot be 
held for damages if the purchaser decides to forfeit his payments. Good 
practice dictates that if the property is delivered to two persons, either 
joint tenants or tenants in common, they should be parties to the contract 
in the heading of the contract and should each join in the execution as 
purchasers. 

It is not necessary that the contract be signed before a notary public. 
This makes it easy for either party to take the contract to his residence to 
obtain the wife’s signature. Frequently the real estate dealer will go with 
the seller to his residence for the wife’s signature so that the down payment 
can be made and the papers exchanged when the wife has signed. 


RECORDING OF THE CONTRACT 


It is not necessary that the contract be recorded, and it is seldom 
advisable to record it. However, special circumstances may dictate the 
wisdom of placing the contract immediately upon record. This is par- 
ticularly so if a substantial down payment has been made. It is not at all 


* Firebaugh v. Wittenberg, 309 Ill. 536, 141 N. E. 379 (1923). 
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necessary to record the contract if the purchaser goes into immediate 
possession under the contract. Often where there is only a small down 
payment, the contract will provide that it shall not be recorded and may 
even go so far as to provide that it shall be invalid if recorded. Such a 
provision does not prohibit the recording of the contract and will not 
entirely invalidate the contract. Conceivably it might subject the one who 
improperly recorded the contract to liability for damages but it is difficult 
to envision the purchaser incurring any substantial amount of damage. 
Unless there is a real reason to do so, there is no need to occasion the expense 
of recording and the additional expense of having the contract shown 
upon the abstract. It it is recorded and then is later assigned to a new 
purchaser, unless the assignment is also recorded, the title has been clouded 
by the recording of the contract. 


USE OF FIGURES 


Lawyers persist, and perhaps always will persist, in placing in 
parentheses figures which repeat an amount which has already been stated 
adequately by spelling it out in full. There is no doubt that if an amount 
has been spelled out in full, this spelling will control over the figures in 
the event the two are contradictory. If the amount is correct, it will not 
make it any more correct to state the figures in parentheses. If it is incorrect, 
it will not be corrected by the figures. Good practice dictates omitting this 
useless custom. 


OPTIONS 


An option when accepted becomes a valid and subsisting enforceable 
contract for the sale and purchase of real estate. Therefore, it requires the 
same care in draftsmanship as is required in the drafting of a contract, with 
the additional requirement that a method of acceptance or exercise of the 
option in specific form must be provided. 


“An option, so long as it remains unaccepted, is a unilateral 
writing lacking the mutual elements of a contract, but when accepted 
by the optionee there emerges, as the result of such acceptance, an 
executory contract inter partes, with the optionor as the vendor and 
the optionee as the vendee, for the sale and purchase of the optioned 
property, mutually binding upon the optionor and optionee and 
containing mutual rights and obligations enforceable as such in ac- 
cordance with the established rules relating to executory contracts.”’ *° 


In one respect an option is more strictly construed than a contract; 
that is, that time is the essence of an option and, particularly as to the 


* Northern Illinois Coal Corporation v. Cryder, 361 Ill. 274, 283, 197 N. E. 
750, 755 49935). 
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acceptance thereof, whether or not it is so stated in express language in 
the option, whereas the ordinary rule relative to performance of a contract 
is that time is not the essence of an executory contract unless so made by 
the terms of the instrument or by proof of circumstances establishing that 
time was regarded as a controlling element of the agreement.*”7 

Although an option should be as specific in its terms as the contract 
itself, as a practical matter it is seldom that an option does contain the 
requisite terms, so it is frequently necessary to invoke the rule that if a 
contract is regarded as ambiguous or uncertain, the practical construction 
of the contract, as shown by the acts of the parties thereto, is persuasive 
of the true construction to be accorded the contract.”* 

An option on real estate should provide that the optionor shall hold 
until a specific time the real estate which will be described with sufficient 
accuracy to identify it. It should provide for a method of acceptance by 
the optionee in a manner which cannot be misconstrued, such as personal 
service of notice of acceptance, and that upon such acceptance by the 
optionee, the optionor shall be obligated to sell and convey and the optionee 
shall be obligated to purchase for a stated consideration the earlier 
described real estate on terms to follow. 

The terms should then be inserted as in a contract, so far as may be 
practicable under the circumstances. It may incorporate the terms by 
reference to a contract approved by a certain real estate board, or it may 
state that the terms, except as otherwise therein stated, shall be those 
included in the form supplied by the circuit court of a certain county. 

If litigation arises over the option, it will be no excuse to the lawyer 
that he had no assurance that the option would be accepted and, therefore, 
did not go into the draftsmanship with the particularity that he would 
have used had he been certain that the option would have matured into a 
contract. 


* Ibid. 
% Nelson v. Colegrove & Co. State Bank, 354 Ill. 408, 188 N. E. 461 (1933). 





ESCROWS—THEIR USE AND VALUE 


BY JOHN MANN* 


FOR AT LEAST FIVE CENTURIES, the escrow has served as a con- 
venient mechanism for closing real estate transactions.1 The use of this 
familiar device involves the deposit of a deed or other document ? with a 
third party to be held by the latter pending performance of certain condi- 
tions. When those conditions have been performed, the third party is 
authorized to deliver the deed or other document to the person then entitled 
thereto.*® 

Perhaps the simplest illustration of such an escrow transaction is the 
deposit by the vendor of his deed with a third party to be delivered over 
to the purchaser upon payment of the purchase price. Thus a nonresident 
vendor of an Illinois farm may forward his deed to an Illinois bank or 
trust company in the city where the purchaser resides with instructions 
to deliver the deed to the purchaser if and when the purchase money has 
been duly deposited for the vendor’s account. In this way the vendor can 
guard against delivery of the deed without concurrent receipt of the pur- 
chase price. Or a vendee who has entered into a contract for the purchase 
of a home where the purchase price is to be paid in monthly installments 
over a period of years may insist that the vendor deposit his deed with a 
bank or trust company to be delivered if and when the purchase price has 
eventually been paid in full. The deed will thus be available for delivery 
when the last installment is paid some years later, even though the vendor 
may have died in the interim.* 

Generally this basic type of escrow transaction between vendor and 
purchaser, sometimes referred to as a ‘‘Deed and Money Escrow,”’ involves 
conditions relating to title. Thus it may be provided that the third party 


*JOHN MANN, LL.B. 1922 University of Illinois; member of Law 
Department, Chicago Title and Trust Company, Chicago, Illinois. 


1 The practice of depositing deeds as escrows was recognized by the English com- 
mon law courts at least as early as the first half of the fifteenth century. 4 TIFFANY, THE 
LAW OF REAL PROPERTY § 1052 (3rd ed. 1939). The general subject of escrows is 
dealt with by early law commentators. COKE, COMMENTARY UPON LITTLETON 36a 
(1628) ; SHEPPARD'S TOUCHSTONE *58-59 (7th ed. by Hilliard 1820). The Illinois 
legislature has never considered it necessary to make any substantial modifications in the 
common law rules relating to escrows. Consequently, in the recent decision of Clodfelter 
v. Van Fossan, 394 Ill. 29, 37-38, 67 N. E. 2d 182, 186 (1946), involving an escrow, 
we find the Illinois Supreme Court citing Coke and Sheppard as pertinent authorities. 

? As to the deposit of money, see note 8 infra. 

*For a more complete definition of ‘‘escrow,’’ see the following subdivision: 
“Terminology,” p. 401. 

*See note 51 infra. 
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EsCcROWS 


is to deliver the deed to the purchaser and turn over the purchase money to 
the vendor only if and when the abstract of title has been examined and 
approved by the purchaser’s attorney. In Cook County, where the great 
volume of instruments continuously passing through the recorder’s office 
makes it impossible to check the status of a title as of any current date, the 
third party is frequently authorized to record the vendor's deed as soon as 
the purchase money has been deposited by the purchaser and before any 
investigation has been made with respect to title. In addition to the 
purchase money, the purchaser also deposits with the third party a quit- 
claim deed back to the vendor. After the vendor's deed has been recorded, 
a title examination is made up to and including the recording of that deed, 
and if the title is ready to be guaranteed in the purchaser or is otherwise 
approved, the third party disburses the purchase money to the vendor 
and returns the quitclaim deed to the purchaser. If the title cannot be 
guaranteed or is not found good in the purchaser, the third party records 
the latter’s quitclaim deed in order to put the vendor back in status quo 
and returns the purchase money to the purchaser. 

There may, of course, be many variations in the form of a ‘Deed 
and Money Escrow,” depending upon the facts of the particular case. For 
example, the third party is frequently authorized to use a part of the 
purchase money in discharging liens and encumbrances on the property 
so that the purchaser will receive an unencumbered title, as agreed. 

Another common type of escrow transaction is that known as a 
“Money Lender’s Escrow.’”’ In general this involves deposit of the pro- 
ceeds of a mortgage loan with a third party to be disbursed as directed 
when satisfactory evidence has been furnished showing the mortgage to be 
a valid first lien. This type of escrow transaction not only provides the 
mortgagee with a convenient method of protecting its interests, but it may 
also be used to advantage by an owner who has made a mortgage loan for 
the purpose of refunding an existing mortgage or of paying accumulated 
taxes and special assessments, judgments, mechanic’s liens, or other 
encumbrances on the property. 

A further type of escrow transaction frequently used is that known 
as a ‘‘Deed and Money, Proceeds-of-Loan Escrow.’’ This is really a com- 
bination of the “‘Deed and Money Escrow”’ and ‘‘Money Lender’s Escrow”’ 
referred to above. The actual working of such an escrow transaction can be 
illustrated by a hypothetical case involving a sale of improved Chicago 
real estate. The property is subject to a mortgage held by A, and the 
parties desire to have that mortgage paid and released with the proceeds of 
a new mortgage to B. 

The vendor deposits with a bank or trust company selected to act 
as escrowee: 

a. The vendor’s executed deed to the purchaser. 
b. Assigned leases. 
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c. Survey, assigned insurance policies, and other instruments 
which are ultimately to pass to the purchaser. 

The purchaser deposits: 

a. His notes, duly executed, to evidence the new mortgage loan 
from B, and his mortgage, also duly executed, securing the 
same. 

b. Balance of the purchase money required over and above the 
proceeds of the new mortgage to B. 

c. Quitclaim deed back to the vendor, duly executed. 

The existing mortgagee, A, deposits: 

a. Release of existing mortgage. 

b. Notes secured by existing mortgage for cancellation when 
paid. 

The new mortgagee, B, deposits: 

a. The proceeds of the new mortgage loan. 

b. An agreement that he will provide a release of the new mort- 
gage as a condition to a refund of his deposit in event title 
should not be approved and the transaction should fail. 


The bank or trust company records the deed to the purchaser and the 
new mortgage to B.° When the new mortgage is ready to be guaranteed 
as a first lien and title is ready to be guaranteed in the purchaser (subject 
to the lien of the mortgage to B), the bank or trust company then: 

a. Pays the mortgage indebtedness due A and cancels the notes 

which evidenced such indebtedness. 
. Records the release of A’s mortgage. 
. Delivers the new notes and mortgage to B. 
. Disburses the balance of the purchase price to the vendor. 
Delivers the assigned leases, insurance policies, title papers, 
and other documents to the purchaser and also returns the 
latter’s unrecorded quitclaim deed. 


can et 


The foregoing illustrate only a few of the varied forms which escrow 
transactions may assume.® In essence, however, they involve as their basic 


® The escrow agreement may provide for the recording of the new mortgage to B 
before the deed to the purchaser is filed for record. A preliminary check of the title is then 
made to determine whether the new mortgage to B will constitute a valid lien if and when 
the deed to the purchaser is recorded. If this preliminary check indicates that the new 
mortgage will constitute such a valid lien, the escrowee proceeds to record the deed to the 
purchaser. 

* A very common type of transaction used in Cook County in closing sales of real 
estate is that known as the ‘‘Joint Order Escrow.” Here the contract for the sale of real 
estate and the earnest money are deposited with a bank or trust company, subject to the 
joint direction of the parties in interest. The vendor is thus assured that in event the 
transaction fails, the contract will not be recorded, clouding his title, and the purchaser is 
assured that in event the deal fails, the earnest money will be available for repayment to 
him. 
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framework the deposit of deeds and other documents with a third party 
to be delivered upon the performance of specified conditions. 

It is well settled, of course, that the use of escrows is not restricted 
to real estate transactions.’ Instruments other than deeds for. the con- 
veyance of real estate may legally be deposited as escrows.’ Indeed, the 
Illinois Supreme Court has said that “‘the term ‘escrow,’ though usually 
applied to deeds, is equally applicable to all written instruments.’’ ° This 
article, however, is limited to a discussion of ‘‘escrows’”’ in relation to real 
estate transactions. It deals entirely with the escrow as a device for the 
closing of sales of real estate and the transfer of title between vendors and 
purchasers, with the exception that the concluding subdivision has been 
devoted to the somewhat special situation which arises where a grantor 
delivers a deed to a third person with directions to transmit it to the 
grantee upon the grantor’s death. 


"TERMINOLOGY 


An ‘‘escrow”’ has been defined by the Illinois Supreme Court to be 
“any written instrument which by its terms imposes a legal obligation, and 
which is deposited by the grantor, promisor or obligor, or his agent, with 
a stranger or third party, to be kept by the depositary until the per- 
formance of a condition or the happening of a certain event and then to 
be delivered over to the grantee, promisee or obligee.’’ '° It thus appears 
that the term “‘escrow”’ in its strict technical sense characterizes the instru- 
ment while it is being held by the third party awaiting performance of 
the condition upon which it is to be delivered. An instrument for the 
conveyance of real estate while so held on deposit is not accurately speaking 
a deed because it has not been completely delivered. It is, on the contrary, 
an “escrow.” Thus it has been said that an escrow differs from a deed only 
in respect to its delivery." 


™ See, for example, Northern Trust Co. v. McDowall, 307 Ill. App. 29, 29 N. E.2d 
865 (1st Dist. 1940). 

®Land Co. v. Peck, 112 Ill. 408 (1885) (release of mortgage trust deed and 
mortgage bonds) ; Foy v. Blackstone, 31 Ill. 538 (1863) (note); In re Estate of Man- 
cini, 245 Ill. App. 547 (1st Dist. 1927) (note) ; Jacobitz v. Thomsen, 238 Ill. App. 36 
(1st Dist. 1925) (note). The term has been applied, although technically somewhat 
inaptly, it is said, to money deposited to be held until the performance of a condition. 
Nash v. Normandy State Bank, 201 S. W.2d 299 (Mo. Sup. Ct. 1947). Compare 
American Service Co. v. Henderson, 120 F.2d 525 (C. C. A. 4th 1941). 

® Main v. Pratt, 276 Ill. 218, 224, 114 N. E. 576, 578 (1916). 

Johnson v. Wallden, 342 Ill. 201, 206, 173 N. E. 790, 792 (1930); Main v. 
Pratt, 276 Ill. 218, 224, 114 N. E. 576, 578 (1916). 

1 Fitch v. Bunch, 30 Cal. 208, 212 (1866). In his COMMENTARIES, Blackstone 
said: ‘‘A delivery may be either absolute, that is, to the party or grantee himself; or to a 
third person, to hold till some conditions be performed on the part of the grantee; in which 
last case it is not delivered as a deed, but as an escrow; that is, as a scroll or writing, 
which is not to take effect as a deed till the conditions be performed; and then it is a deed 
to all intents and purposes.’”’ 2 BL. COMM. 307 (1765). 
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Present day usage, however, would seem to justify some enlargement 
of this technically correct terminology. Both judges and lawyers alike so 
commonly refer to ‘‘deeds’’ being deposited as escrows that this convenient 
form of expression would now seem to have the sanction of common usage. 
Furthermore, the term “‘escrow’’ is often used in a broad sense to describe 
the general arrangement under which an instrument is deposited with a 
third person to be delivered upon the performance of a condition. Thus 
instead of speaking of an instrument being deposited ‘‘as an escrow,’’ it is 
often said today that it is deposited “‘in escrow.’ 1? It has likewise become 
common usage to refer to the parties as “‘creating an escrow” for the pur- 
pose of closing a real estate transaction. There would appear to be no 
reason why this modern and enlarged use of the term ‘‘escrow’’ should 
lead to any confusion or misunderstanding. 

The third-party depositary is sometimes called the ‘‘escrow agent’ or 
“escrowee.”” 18 The directions to the depositary are frequently characterized 
as the “escrow agreement.” ** 


Why Escrows ARE USED 


Inasmuch as the escrow has been so long used as a convenient device 
for closing sales of real estate between vendors and purchasers, it is obvious 
that it possesses certain practical advantages. Some of these may be 
enumerated as follows: 

1. The use of an escrow renders the transaction less likely to “‘fall 
through.”” The sale in its material aspects is very largely executed by one 
or both of the parties at the time the contract is signed or shortly after- 
wards. Only mechanical details are left to be carried out through the 
instrumentality of the third-party escrowee. 

2. Where an escrow is not employed, death of the vendor after the 
contract of sale has been executed but before the transaction has been 
finally closed often raises complications with respect to the subsequent 


“ILL. REV. STAT., c. 30, § 47 (1947). 

13 The term ‘‘escrowee’’ is probably to be preferred over ‘‘escrow agent’ inasmuch 
as there seems to be a growing tendency to regard the third-party depositary as being in 
effect a trustee. Stark v. Chicago Title and Trust Co., 316 Ill. App. 353, 45 N. E.2d 81 
(1st Dist. 1942); Dodson v. National Title Ins. Co., 159 Fla. 371, 31 So.2d 402 
(1947); Tomasello, Jr., Rec’r, v. Murphy, 100 Fla. 132, 129 So. 328 (1930); Mos- 
lander v. Beldon, 88 Ind. App. 411, 164 N. E. 277 (1928); Levin v. Nedelman, 141 
N. J. Eq. 23, 55 A.2d 826 (1947); Farago v. Burke, 262 N. Y. 229, 186 N. E. 683 
(1933); Nash v. Normandy State Bank, 201 S. W.2d 299 (Mo. Sup. Ct. 1947); 19 
AM. JUR., Escrow, § 13 (1939). And see Squire v. Branciforti, 131 Ohio St. 344, 2 
N. E.2d 878 (1936). 

“This terminology is used in Clodfelter v. Van Fossan, 394 Ill. 29, 37, 67 
N. E.2d 182, 183 (1946). And see Home Insurance Co. v. Wilson, 210 Ky. 237, 241, 
275 S. W. 691, 692 (1925). 
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execution of a proper deed. A judicial proceeding may even be necessary 
in such a case.** However, where the vendor has executed a deed and 
deposited it as an escrow during his lifetime, the escrowee may, notwith- 
standing the grantor’s death, properly deliver the deed upon performance 
of the conditions, and a deed so delivered will operate as a valid conveyance 
to the purchaser.?° 

3. If an escrow is used, the concurrent acts involved in a sale of real 
estate can ordinarily be performed in such a manner as to protect more 
adequately the interests of both vendor and purchaser. Thus where a sale 
is closed without an escrow and the vendor delivers a deed to the purchaser 
and receives the latter’s check (frequently large) in return, there is some- 
times a lurking fear in the mind of the vendor, which he may hesitate to 
express, that the check may not clear. It is a simple matter, however, to 
provide at the outset in an escrow agreement that the purchaser’s check be 
cashed by the escrowee and the deed delivered only when the check has 
cleared. The utility of the escrow where problems of concurrent per- 
formance are involved can also be illustrated by the situation which arises 
where current property taxes are to be prorated between the parties but 
the amount of the tax bill has not been ascertained at the time the sale is 
closed. If a final adjustment is made on the basis of the known taxes for 
the preceding year, one party will actually lose if the current tax bill when 
later rendered should differ from that of the preceding year. There 
generally is a variance, and where a large transaction is involved, the loss 
could be substantial. The parties may be required, however, under the 
terms of an escrow agreement to leave a sufficient amount on deposit with 
the escrowee to cover the current tax bill when it comes out. The bill can 
then be paid by the escrowee, and the excess remaining in its hands can be 
so distributed as to adjust the rights of the parties exactly. 

4. Particularly is the escrow convenient in closing complex real 
estate transactions involving the interests of a number of different parties. 
For example, an escrow may be used by a purchaser as a convenient means 
of borrowing money on the security of property he is about to acquire 
and of using the proceeds of the loan as a part of the purchase price.*” It 
may, as already indicated, be used to consummate a four-party transaction 


ILL. REV. STAT., c. 29, §§ 2-8 (1947). 

%© The conveyance will in such a case be sustained as against a claim that the grantor’s 
death terminated the escrowee’s authority to make a valid delivery, on the theory that the 
deed relates back to and takes effect as of the time of its original deposit with the escrowee. 
See note 51 infra. The deed would also be sustained on like reasoning in event of the 
grantor’s subsequent incompetency. See note 53 infra. 

7 In such a situation the seller is willing to convey, provided he receives the purchase 
money. The mortgage lender, who is supplying a substantial part of the purchase money, 
is willing to pay out the proceeds of the loan, provided he receives a valid mortgage. The 
purchaser cannot furnish a valid mortgage, however, until he receives a valid title. Use of 
the escrow assures each party he will receive that which his particular interest in the 
transaction requires. 
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whereby an existing mortgage is replaced by a new mortgage concurrently 
with the completion of the sale between vendor and purchaser. It may be 
used to advantage in closing a transaction looking to the consolidation of 
numerous titles into one ownership. In general the escrow is a particularly 
convenient closing device in that type of case where a clearing house is 
needed for involved real estate transactions.'® 

5. The use of the escrow often proves of advantage to the real estate 
broker by relieving him of mechanical details, which he might otherwise 
be expected to perform. Since 1947 the Illinois statute has authorized a 
suspension or revocation of a broker's certificate of registration if he com- 
mingles the money or other property of his principal with his own.’® 
Where an escrow is used, the earnest money, which would ordinarily be 
held by the broker, can be deposited with the escrowee; and at the same 
time, provision can be made in the escrow agreement under which the 
broker will still be authorized in effect to look to the earnest money for 
the payment of his commission. The broker is thus relieved of the responsi- 
bility and clerical detail of maintaining the earnest money as a separate 
trust account. 

6. In a large county such as Cook, where the volume of daily trans- 
actions in the recorder’s office is so great that it is physically impossible to 
ascertain the actual state of a title at any precise current moment, the use 
of an escrow may be required in order to make certain that the purchaser’s 
interests are protected. In a smaller county it is often possible for the parties 
to meet at the courthouse, check the records in the recorder’s office and in 
the offices of the clerks of the circuit and county courts from the date of the 
last abstract continuation down to the current moment so as to make 
certain that nothing recent has occurred to affect the vendor's title, and 
thereupon close the transaction forthwith and record the deed to the pur- 
chaser. Under such circumstances the purchaser can be reasonably sure, in 
most instances, that his interests have been protected against any last minute 
changes in title. In Cook County, however, the volume of daily business 
at the county courthouse is so great that it is impossible to ascertain from 
the records the status of a title as of any current point of time. There, as 
previously indicated, this situation is frequently met by use of the escrow, 
the escrowee being authorized to record the deed to the purchaser as soon 
as the purchase money is in its hands but before it is disbursed to the 
grantor. The title can then be later checked to include the actual recording 
of the deed, and when title is ready to be guaranteed in the purchaser 


*% In fact it would seem that the lawyer might well give consideration to the use of 
an escrow when planning the mechanical procedure for closing any complicated transaction, 
whether one involving real estate or not, particularly where a number of interests are 
involved. Thus the escrow has often been used to advantage in working out complex 
compromises of pending litigation where the concurrent adjustment of various adverse 


interests is required. 
ILL. REV. STAT., c. 114%, § 8(3) (i) (1947). 





eta eal ee 





ISS BAER eS 3 














Fall] 405 





EscROWS 





or is otherwise approved, the escrowee is authorized to disburse the purchase 
money to the vendor. A quitclaim deed from the purchaser back to the 
vendor is customarily deposited with the escrowee to be recorded in event 
the title should not be found good in the purchaser. In the absence of such 
an arrangement, a purchaser who pays the purchase money to the vendor 
and receives the vendor’s deed in concurrent transactions must necessarily 
be without positive knowledge at the time of such payment as to the 
condition of the record title during the highly important interval of time 
immediately preceding the completion of the sale. 


SELECTION OF THE DEPOSITARY 


One of the first questions presented to a vendor and a purchaser who 
desire to close the sale by means of an escrow is the selection of an escrowee. 
In general it would seem clear that the escrowee selected should be a third 
party who is a stranger to the transaction. 

The Illinois Supreme Court has said that the “‘rule is established in 
this State that a deed cannot be delivered to the grantee as an escrow, to 
take effect upon a condition not appearing upon the face of the deed, but 
such deed becomes absolute at law unless delivery is made to a stranger.” *° 
In the early case of Price v. Pittsburg, Ft. Wayne and Chicago R. R. Co.,** 
it was contended that deeds to a railroad company had been deposited as 
escrows with an attorney for the company to be delivered only upon the 
performance of certain conditions. The Illinois Court held, however, that 
since the deposit had not been made with a stranger but with the grantee’s 
attorney, the deeds took effect immediately. This holding does not appear 
to have been overruled or modified by subsequent decisions.” 


It is true that the modern tendency seems to be to relax in some 
measure the rigidity of the ‘third-party stranger’ rule,** and delivery of a 
deed as an escrow to the attorney who advised the grantor and drew the 


* Szymezak v. Szymczak, 306 Ill. 541, 546, 138 N. E. 218, 220 (1923). See 
also Blake v. Ogden, 223 Ill. 204, 79 N. E. 68 (1906); Ryan v. Cooke, 172 Ill. 302, 
50 N. E. 213 (1898); Baker v. Baker, 159 Ill. 394, 42 N. E. 867 (1896); Weber v. 
Christen, 121 Ill. 91, 11 N. E. 893 (1887); Stevenson v. Crapnell, 114 Ill. 19, 28 
N. E. 379 (1885); McCann v. Atherton, 106 Ill. 31 (1883). Compare Mitchell v. 
Clem, 295 Ill. 150, 128 N. E. 815 (1920). 

™ 34 Ill. 13 (1864). 

* See Clark v. Harper, 215 Ill. 24, 74 N. E. 61 (1905); Ryan v. Cooke, 172 
Ill. 302, 50 N. E. 213 (1898); Connolly v. Bachman, 209 Ill. App. 327 (1st Dist. 
1918); Chicago Pressed Steel Co. v. Clark, 87 Ill. App. 658 (1st Dist. 1900). Compare 
Troup v. Hunter, 300 Ill. 110, 133 N. E. 56 (1921). 

* Gronewold v. Gronewold, 304 Ill. 11, 136 N. E. 489 (1922). And see Levin 
v. Nedelman, 141 N. J. Eq. 23, 55 A.2d 826 (1947); 19 AM. JUR., Escrow, § 15 
(1939) ; Note, 11 A. L. R. 1174 (1921). 
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deed for him has in some cases been sustained.” In order to eliminate any 
possible question, however, it would appear to be the prudent course for 
the parties to select a disinterested third party as escrowee who is neither the 
agent nor attorney for either vendor or purchaser. 


REQUIREMENTS AS TO WRITINGS 


Another important preliminary problem which may arise where a sale 
of real estate is to be closed by means of an escrow relates to the nature and 
extent of the writings or memoranda necessary in order to meet the require- 
ments of the Statute of Frauds.** 

The Illinois rule is that a binding and irrevocable escrow between a 
vendor and purchaser must be based on a contract of sale between those 
parties which is enforceable under the Statute of Frauds. The Illinois 
Supreme Court has held that in the absence of such a contract, a deposit by 
the vendor with a third party of a deed in ordinary form for the conveyance 
of the real estate to be delivered to the purchaser upon payment of the 
purchase price constitutes a mere revocable transaction only, and the vendor 
may, under such circumstances, cancel the instructions to the third party 
and recall the undelivered deed at any time before there has been a per- 
formance by the vendee sufficient to take the case out of the Statute.”® 
Some commentators have criticized this view on principle,” but it, never- 


* VanEpps v. Arbuckle, 332 Ill. 551, 164 N. E. 1 (1928); Dickerson v. Dicker- 
son, 322 Ill. 492, 153 N. E. 740 (1926); Marshall v. Moon, 311 Ill. 605, 143 N. E. 
399 (1924) ; Fitzgerald v. Allen, 240 Ill. 80, 88 N. E. 240 (1909). 

* ILL. REV. STAT., c. 59, § 2 (1947), which in general provides that no action 
shall be brought to charge any person upon any contract for the sale of lands, tenements, or 
hereditaments or any interest in or concerning them for a longer term than one year, unless 
such contract or some memorandum or note thereof shall be in writing, and signed by the 
party to be charged therewith, or some person thereunto by him lawfully authorized in 
writing, signed by such party. 

* Johnson v. Wallden, 342 Ill. 201, 173 N. E. 790 (1930); Main v. Pratt, 276 
Ill. 218, 114 N. E. 576 (1916); Kopp v. Reiter, 146 Ill. 437, 34 N. E. 942 (1893). 
Seé also Mode v. Whitely, 30 F. Supp. 129 (D. C. Ill. 1939). It is indicated by the 
language in Main v. Pratt, supra, and Johnson v. Wallden, supra, that this principle would 
not apply to the situation where a deed is delivered to a third person with instructions to 
deliver it to the grantee therein named upon the happening of an event certain to occur, 
such as the death of the grantor. In the latter type of case, the decisive issue of whether the 
grantor did or did not intend to reserve control over the deed at the time it was delivered 
to the third person may be shown by what the grantor said and did at the time. McRey- 
nolds v. Miller, 372 Ill. 151, 22 N. E.2d 951 (1939); Johnson v. Fleming, 301 Il. 
139, 133 N. E. 667 (1922). 

7 Aigler, Is a Contract Necessary to Create an Effective Escrow?, 16 MICH. L. REV. 
569 (1918); Comment, Aigler, Necessity of Valid Contract to Support Escrow, 15 
MICH. L. REV. 579 (1917); 4 TIFFANY, op. cit. supra note 1, § 1052. Compare, 
however, Bigelow, Conditional Deliveries of Deeds of Land, 26 HARV. L. REV. 565, 
567-75, 578 (1913). See, in general, Ballantine, Nature of Escrows and Conditional 
Delivery, 3 ILL. L. BULL. 3, 14-18 (1920); Ballantine, Delivery in Escrow and the 
Parol Evidence Rule, 29 YALE L. J. 826, 830-32 (1920); Note, 17 MINN. L. REV. 
817 (1933). 
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theless, appears to be in accord with the weight of authority from other 
jurisdictions.”® 

It is also held in Illinois that a deed in ordinary form does not in and 
of itself supply the necessary written memorandum.” ‘ 

A further question, however, still remains. Is it essential in such a 
case that the instructions to the third-party escrowee also be reduced to 
writing and signed by the latter? 

While this question does not appear to have been fully discussed in 
the Illinois decisions, yet in Osby v. Reynolds *° the Illinois Supreme 
Court pointed out that it was ‘‘well settled that the conditions upon which 
a deed is delivered in escrow may be proved by parol evidence.’’ That state- 
ment is not, it would seem, inconsistent with the Illinois holdings previ- 
ously mentioned * to the effect that an enforceable escrow for the closing 
of a sale of real estate must rest on a contract between the vendor and 
purchaser enforceable under the Statute of Frauds.** The agreement 


* Ballantine, Nature of Escrows and Conditional Delivery, 3 ILL. L. BULL. 3, 
14-18 (1920). In this article (pp. 15, 16), Dean Ballantine observed: ‘“Tiffany says 
that the view that a contract is necessary to a conditional delivery ‘has no considerations of 
policy or convenience in its favor.’ No doubt the courts have been influenced in their 
present tendency to require a contract to uphold escrows by an instinctjve hostility to this 
method of evading the statute of frauds and the parol evidence rule. There is a strong 
policy against having contracts and conveyances of land rest any more than is necessary in 
parol, or having title depend upon the performance of unwritten conditions.” 

Cases cited under note 26 supra. The Illinois Supreme Court has pointed out that 
in order to satisfy the Statute of Frauds, the writings, notes, or memoranda must contain 
on their face, or by reference to others, the names of the parties, vendor, and vendee and 
a sufficiently clear and explicit description of the property to render it capable of being 
identified from other property of like kind, together with the terms, conditions (if any) 
and price to be paid or other consideration; that an undelivered deed in ordinary form, 
deposited as an escrow, does not meet these requirements inasmuch as such a deed does not 
sufficiently state the terms of sale. Main v. Pratt, 276 Ill. 218, 114 N. E. 576 (1916); 
Kopp v. Reiter, 146 Ill. 437, 34 N. E. 942 (1893). It could be urged, of course, that the 
terms and conditions of sale might be incorporated in such a deed so that the foregoing 
requirements of the Statute could possibly be satisfied by that instrument alone. There are 
various reasons, however, why such a course would seem inexpedient. Jn the first place, 
there is no Illinois precedent which affirmatively and squarely marks the way. In Johnson 
v. Wallden, 342 Ill. 201, 207, 173 N. E. 790, 793 (1930), the rule is stated broadly 
that an ‘‘undelivered deed is not, standing alone, a sufficient memorandum in writing of 
a parol contract for the sale of land to answer the requirements of the Statute of Frauds.”’ 
Furthermore, the incorporation of such provisions in a deed might, after the transaction 
was closed and the deed recorded, provoke questions with respect to title. And finally, it 
would probably be no more difficult, from the viewpoint of draftsmanship, to have the 
vendor and the purchaser execute a writing which does, apart from the deed itself, satisfy 
the requirements of the Statute. 

© 260 Ill. 576, 583, 103 N. E. 556, 559 (1913) citing 1 DEVLIN, THE LAW 
OF REAL PROPERTY AND DEEDS § 312a (3d ed. 1911). 

* Note 26 supra. 

= Stanton v. Miller, 58 N. Y. 192 (1874); Akers v. Brooks, 103 Okla. 98, 
229 Pac. 544 (1924); McLain v. Healy, 98 Wash. 489, 168 Pac. 1 (1917); Nichols 
v. Oppermann, 6 Wash. 618, 34 Pac. 162 (1893); Jozefowicz v. Leickem, 174 Wis. 
475, 182 N. W. 729 (1921); Campbell v. Thomas, 42 Wis. 437, 24 Am. Rep. 427 
(1877). 
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between the vendor and purchaser which fixes the basic rights of those 
contracting parties may be distinguished, it seems, from the escrow arrange- 
ment which merely provides the mechanics by which those basic rights are 
to be carried out. 

This distinction was long ago pointed out by Mr. Chief Justice Ryan 
of the Wisconsin Supreme Court in the following apt language: 


“T have no doubt that an escrow may be proved by parol. The 
difficulty here is not in the proof of the alleged escrow, but in the 
proof of the contract of sale and purchase itself. When there is a valid 
contract under the statute, the papers constituting it, or executed in 
compliance with it, may be delivered in escrow, and the escrow may 
be proved by parol. But the validity of the escrow rests on the 
validity of the contract; and the validity of the contract rests on the 
statute.’’ 58 


Much the same thought has been very clearly expressed by the 
Supreme Court of Oregon as follows: 


‘The statute of frauds does not contemplate that the delivery of 
a deed to a depositary with a statement of the condition upon which 
it is to be delivered to the grantee must be in writing. Merely handing 
a writing in the form of a deed to a third party with directions to 
deliver it to the grantee is not a contract to sell on the one hand and 
to purchase on the other and this is the reason for the rule that both 
delivery and the conditions of the deposit may be shown by parol. 
The agreement to sell and to buy is one thing while the delivery of the 
deed to a third party and the directions to him are another . . .”’ ** 


It would seem, therefore, that in view of the above-mentioned 
principle stated with approval by the Illinois Supreme Court in the Osby 
case,*® a vendor and a purchaser in Illinois should be able to create by parol 
a valid and binding escrow agreement with a third-party escrowee, under 
which a deed deposited by the vendor as an escrow is to be delivered to the 
purchaser upon the performance of certain conditions—provided, of course, 
that the rights of the vendor and purchaser have been definitely fixed by 
a written agreement between themselves sufficient to meet the requirements 
of the Statute of Frauds. 

There appear to be strong practical considerations, however, why the 
directions to the escrowee should be reduced to writing. 

In the first place, it is doubtful whether a responsible escrowee would 
consent to act unless its duties were clearly and specifically defined by 
written instructions. The sound view undoubtedly is that aside from the 


53 Campbell v. Thomas, supra note 32. 

* Foulkes v. Sengstacken, 83 Ore. 118, 133, 163 Pac. 311, 315 (1917), opinion 
by Mr. Justice Harris. See also Mantel v. Landau, 134 N. J. Eq. 194, 34 A.2d 638 
(1943); Macy v. Mielenz, 27 N. M. 261, 199 Pac. 1011 (1921); Anderson v. Morse, 
110 Ore. 39, 222 Pac. 1083 (1924); Note, 18 L.R. A. (N. S.) 337 (1909). 

% See note 30 supra. 
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proposition that an enforceable escrow agreement may rest in parol, never- 
theless, where such an agreement has been reduced to writing and is neither 
ambiguous nor uncertain, parol evidence is inadmissible to modify or vary 
its terms.°* Hence where the instructions to the escrowee have been reduced 
to writing, the latter is in a position to rely on such written instructions 
as specifically defining and limiting its duties and responsibilities. Without 
instructions in writing, misunderstanding and uncertainty with respect to 
the escrowee’s duties might well result, and a responsible escrowee would 
doubtless insist upon obviating such possible difficulties. 


In the second place, this effect of written directions to obviate possible 
misunderstanding and uncertainty with respect to the escrowee’s duties 
likewise operates to the benefit of the vendor and the purchaser. An escrowee, 
in reasonable doubt as to the proper performance of its duties, is not 
required to decide close questions at its own risk.** It is accordingly to the 
interests of both vendor and purchaser to have the duties of the escrowee 
clearly and certainly defined in writing since that will tend to eliminate the 
possibility of delay and expense which would likely ensue if a controversy 
over the exact terms of the directions to the escrowee should make it 
necessary for the latter to resort to a judicial proceeding for a determina- 
tion of its rights and duties. ‘ 

Finally, written instructions to the escrowee tend to minimize any 
risk that the vendor and the purchaser may inadvertently run afoul of 
the Statute of Frauds. It is easy enough in theory to differentiate between 
the contract of sale, which must be evidenced by writing to satisfy the 
Statute, and the incidental instructions to the escrowee, which may rest in 
parol. In actual practice, however, there is always the lurking danger 
that the two may through inadvertence not be kept separate and distinct. 
A note of warning is sounded in Jozefowicz v. Leickem,** wherein the 
Supreme Court of Wisconsin says: 


“To constitute a true escrow the contract of sale must be fully 
executed and nothing left but the transfer of title when the terms of 
the escrow are complied with. Those terms, however, cannot embody 
a substantive part of the contract of sale, resting in parol, though the 
fact of escrow may be shown by parol.” 


* Clodfelter v. Van Fossan, 394 Ill. 29, 67 N. E.2d 182 (1946); Note, 49 
A. L. R. 1529 (1927); I DEVLIN, op. cit. supra note 30, § 312a. In Colorado Title 8 
Trust Co. v. Roberts, 80 Colo. 258, 259, 250 Pac. 641 (1926), the court said: 
‘Defendant claims that the rule against the variation of written contracts by parol does 
not apply to escrow instructions. It would seem that in reason the rule ought to be 
especially beneficial there. How can a bank holding perhaps scores of escrows be expected 
to remember oral instructions given in connection with written ones? We are not willing 
to assent to the claim of the defendant in error.”’ 

Stark v. Chicago Title and Trust Co., 316 Ill. App. 353, 45 N. E.2d 81 (1st 
Dist. 1942). And see Note, 60 A. L. R. 638 (1929). 

174 Wis. 475, 478-79, 182 N. W. 729, 730 (1921). 
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It is entirely possible that in a complicated transaction hurriedly executed, 
the parties might embody a substantive part of the contract of sale, such as 
material terms and conditions, in the instructions to the escrowee only and 
inadvertently omit them from the basic written agreement between the 
vendor and purchaser. If such instructions were oral, then as the Wisconsin 
court points out, the entire transaction would be rendered unenforceable 
by reason of the Statute of Frauds. On the other hand, if the instructions 
to the escrowee were themselves evidenced by a writing sufficient to satisfy 
the Statute, those written instructions when taken together with the 
written contract of sale would be sufficient to supply the requisite 
memoranda. 


It is apparent, therefore, that irrespective of the proposition that the 
directions to the escrowee may rest in parol, there are, nevertheless, strong 
and impelling practical considerations why those directions should in every 
case be reduced to writing. 

To sum up, it would seem that a sale of real estate to be closed by 
means of an enforceable escrow may, from the viewpoint of written docu- 
ments required, assume one or the other of three basic forms. 


1. A written contract may be entered into between the vendor and 
purchaser containing on its face the ordinary elements required to satisfy 
the Statute of Frauds in such a case *® without any reference being made in 
the contract to an escrow, and the vendor and purchaser may then arrange 
for the closing of the transaction by depositing with a third-party escrowee 
a proposed deed, duly executed and acknowledged by the vendor, accom- 
panied by oral instructions to the escrowee with respect to the terms and 
conditions under which the deed is to be delivered to the purchaser. Not- 
withstanding the fact that the directions to the escrowee are oral, it would 
appear that the transaction is not rendered unenforceable by the Statute of 
Frauds.*° For reasons outlined above, however, there are strong practical 
considerations why the instructions to the escrowee should not be permitted 
to rest in parol. 


2. A written contract may be entered into between the vendor and 
purchaser containing on its face the ordinary elements required to satisfy 
the Statute of Frauds ** and, in addition thereto, making express provision 
for an escrow by naming the escrowee, stipulating that a deed shall be 
deposited with the escrowee, and setting forth the terms and conditions 
upon which the deed is to be delivered by the escrowee to the vendee.*? The 


® See note 29 supra. 
“ Notes 30 and 34 supra. 
“ See note 29 supra. 


“ The contract which was before the Court in Osby v. Reynolds, 260 Ill. 576, 
103 N. E. 556 (1913), is illustrative of this second basic form of transaction. 
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contract or a duplicate is lodged with the escrowee together with the deed 
deposited as an escrow. This, it seems, is sufficient to meet the require- 
ments of the Statute of Frauds. There would appear to be no need for the 
escrowee to sign the agreement since the arrangement with the. escrowee 
could (subject to the practical objections mentioned above) rest entirely 
in parol.** 

3. A written contract may be entered into between the vendor and 
purchaser containing on its face the ordinary elements required to satisfy 
the Statute of Frauds ** and making no reference to an escrow. The vendor 
then executes a deed and deposits it with a third party as an escrow accom- 
panied by a separate document, commonly known as the escrow agreement, 
executed by himself and the purchaser and setting forth in writing the terms 
and conditions upon which the deed is to be delivered by the escrowee to 
the vendee. This is clearly sufficient to meet the requirements of the Statute 
of Frauds. Since the purpose of the escrow agreement in the case supposed 
is not to satisfy the requirements of that Statute ** but rather to remove 
any possible uncertainty and ground for controversy with respect to the 
steps to be taken by the escrowee, it would seem that such an escrow 
agreement need not be signed by the escrowee. And while an escrow 
agreement duly executed by the vendor and purchaser in form sufficient 
to meet the requirements of the Statute of Frauds may supply defects and 
omissions in their basic contract of sale so as to prevent a transaction 
which otherwise would have been proscribed by the Statute from falling 
within its terms, yet where the parties are satisfied that their basic contract 
is in and of itself sufficiently complete, it would seem that the written 
escrow agreement need not be executed with the same formality necessary 
in the case of an original contract of sale. In such a case, the escrow agree- 
ment may, it seems, be signed by a duly authorized agent of the vendor 
or purchaser, even though such authority is not itself reduced to writing. 


Sales of real estate closed by means of an escrow differ widely in their 
terms. As to matters of detail, few are exactly alike. Fundamentally, how- 
ever, the essential written framework of an enforceable escrow transaction 
will fall generally into one or the other of the three basic classifications 
mentioned above. For practical reasons, however, it would seem that the 
writings should in every case be so fashioned as to fall within either the 
second or third classification. 


“Notes 30 and 34 supra. However, where a written contract provides generally 
that an escrow agreement is to be entered into, but material terms of that agreement are 
not specified in the contract and the parties do not later agree upon such terms, either orally 
or in writing, specific performance will be denied for want of a completed contract. Battjes 
v. Michigan Trust Co., 320 Mich. 702, 32 N. W.2d 18 (1948). 


“See note 29 supra. 
“Notes 30 and 34 supra. 
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SPECIFIC DIRECTIONS TO ESCROWEE 


Regardless of whether the directions to the escrowee are made a part 
of the contract of sale between the vendor and vendee or whether they are 
set forth in a separate escrow agreement, it is important that the draftsman 
should see to it that they are complete, detailed, and specific. 


The need for particularity is well illustrated by Ortman v. Kane.* 
The directions to the escrowee were, in that case, incorporated in the basic 
contract between the vendor and purchaser. This contract, after setting 
forth the terms and provisions of sale between the vendor and purchaser, 
recited that a deed had been executed by the vendor and delivered to the 
third-party escrowee (naming him) together with a copy of the contract. 
It was provided that the deed should be held by the escrowee in escrow 
and delivered to the purchaser upon his full compliance with the provisions 
of this contract. Except for a stipulation that upon default of the pur- 
chaser the escrowee was to surrender all papers, including the deed, to the 
vendor, nothing further was said with respect to any steps to be taken 
by the escrowee. 

The Court pointed out that under these facts, the escrowee was not 
authorized “‘to accept the balance of the purchase money or to do anything 
else in connection with the transaction except deliver the deed after the 
contract had been complied with’’ by the purchaser. ‘“The depositary of 
an escrow,”’ said the Court, ‘‘is a special and not a general agent. His 
powers are limited to the conditions of the deposit.”’ 

Ordinarily an important object of an escrow transaction is to 
authorize the depositary to receive the balance of the purchase money in 
order that the vendor may be sure that the purchase money has actually 
come into its hands for his account before the deed is delivered over to the 
purchaser. The Ortman case makes it clear, however, that in order to 
effectuate that purpose, express authority must be conferred upon the 
escrowee to receive such payment. The same principle would apply, it 
seems, to other steps to be taken by the escrowee, such as proration of taxes 
and similar items, return of the deed and other papers to the vendor in 
certain eventualities, and even the affixing of proper revenue stamps to the 
deed before it is finally delivered to the purchaser. Each step to be taken 
by the escrowee should be covered with certainty and particularity.* 


“389 Ill. 613, 621, 60 N. E.2d 93, 97 (1945). 


“It would appear that the draftsman may rely on the familiar proposition that deeds 
and other instruments deposited as escrows, and the escrow agreements deposited con- 
temporaneously therewith, will be construed together. Clodfelter v. Van Fossan, 394 IIl. 
29, 67 N. E.2d 182 (1946); Grindle v. Grindle, 240 Ill. 143, 88 N. E. 473 (1909). 
For forms generally, see 6 GRIGSBY, ILLINOIS REAL PROPERTY §§ 3731-3739 (1948). 
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WHEN DEED TAKES EFFECT 


Where a sale of real estate between vendor and purchaser is to be closed 
by means of an escrow, with final delivery of the deed by the escrowee 
dependent upon the performance of some uncertain future condition, the 
general rule is that the escrow will have no effect as a conveyance, and no 
estate will pass until the event has happened and the second delivery has 
been made, or at least until the grantee has become absolutely entitled to 
such a delivery.*® 

This general rule is, however, subject to the important qualification 
that where the condition has been fully performed, and the deed delivered 
by the escrowee, it will under certain circumstances be treated as relating 
back to and taking effect at the time of its original deposit as an escrow.*® 
Thus the Illinois Supreme Court has said that ‘‘the instrument will be 
treated as relating back to and taking effect at the time of its original deposit 
in escrow, where a resort to this fiction is necessary to give the deed effect 
to prevent injustice, or to effectuate the intention of the parties.”’ °° 


INSTANCES OF “RELATION BACK’’ 


The operation of this doctrine of ‘‘relation back’’ can be best illus- 
trated by reference to certain concrete situations. 

Death of grantor. Where the grantor dies before the condition is 
performed, his death would, if the doctrine of “relation back’’ were not 


* Grindle v. Grindle, supra note 47; Fitch v. Miller, 200 Ill. 170, 65 N. E. 650 
(1902) ; Skinner v. Baker, 79 Ill. 496 (1875). The sound view appears to be that upon 
full performance of the condition, title will be regarded as having vested in the grantee 
notwithstanding a want of formal delivery of the deed by the escrowee. Park Avenue 
Church v. Park Avenue Colored Church, 244 Ill. App. 148 (1st Dist. 1927); 19 Am. 
Jur., Escrow, § 25 (1939). 

“In general the doctrine of ‘‘relation back’’ does not come into play unless the 
condition upon which the instrument was deposited as an escrow has been fully performed. 
County of Calhoun v. American Emigrant Company, 93 U. S. 124 (1876). Thus 
where both parties abandon the escrow agreement, a subsequent delivery of the deed will 
not relate back. Whitney v. Sherman, 178 Cal. 435, 173 Pac. 931 (1918). And where 
the grantee wrongfully obtains possession of the instrument held as an escrow, the doctrine 
of ‘‘relation back’’ will not be applied even though the grantor afterward ratifies the 
delivery. Mosley v. Magnolia Petroleum Co., 45 N. M. 230, 114 P.2d 740 (1941); 
Carlisle v. National Oil & Development Co., 108 Okla. 18, 234 Pac. 629 (1924). 
And see Illinois Central R. R. Co. v. McCullough, 59 Ill. 166 (1871). However, in 
Meyers v. Manufacturers & Traders Nat. Bank, 335 Pa. 180, 2 A.2d 768 (1938), where 
a deed to the purchaser at a tax sale was deposited by county commissioners as an escrow, 
to be delivered to the purchaser (who had also deposited the purchase money) when title 
had been adjudged good, it was held the grantee could, in view of the doctrine of ‘‘relation 
back,’’ maintain a suit to confirm title before final delivery of the deed. 

© Clodfelter v. Van Fossan, 394 Ill. 29, 37, 67 N. E.2d 182, 186 (1946). And 
see Leiter v. Pike, 127 Ill. 287, 326, 20 N. E. 23, 31 (1889); Gudgel v. Kitterman, 
108 Ill. 50, 56 (1883). 
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employed, operate as a revocation of the escrowee’s authority to make a 
valid delivery to the grantee upon subsequent performance. Accordingly 
in such a case, the rule is universal that the transaction will be effectuated 
by holding the conveyance operative as of the time when the deed was 
originally deposited as an escrow, and the grantee’s title will for such 
purpose relate back to that date.™ 


Dower of grantor’s widow. Likewise, where the grantor dies before 
the condition is performed, the doctrine of ‘‘relation back’’ has been applied 
to protect the grantee against a claim of dower by the grantor’s widow 
where such a claim could not have been properly asserted had the grantor’s 
deed been unconditionally delivered at the time it was deposited as an 
escrow.” 

Incompetency of grantor. The doctrine of “relation back’’ is also 
applied to effectuate the escrow transaction where the grantor becomes 
incompetent before the condition has been performed.** 


Death of grantee. Where the grantee dies after the deed has been 
deposited as an escrow but before the condition has been performed, the 
doctrine of “‘relation back’’ will be applied to sustain the transaction, and 
the deed may, after the condition has been performed, be delivered by the 
escrowee to the grantee’s heirs.** 


Conveyance by grantor to a third party. Where the grantor has 
deposited his deed as an escrow but thereafter, pending performance of the 
condition, he conveys to a third-party purchaser with notice, it has been 
held that the doctrine of ‘‘relation back”’ will be applied to protect the title 
of the grantee under the deed previously deposited as an escrow.» How- 
ever, it appears that the doctrine will not be so applied where the third 


® This familiar rule has been frequently recognized in Illinois. Huber v. Williams, 
338 Ill. 313, 319, 170 N. E. 195, 197 (1930); Selby v. Smith, 301 Ill. 554, 560, 
134 N. E. 109, 112 (1922); Hudson v. Hudson, 287 Ill. 286, 302, 122 N. E. 497, 
503 (1919); Stone v. Duvall, 77 Ill. 475, 480 (1875); Price v. Pittsburg, Ft. Wayne 
and Chicago R. R. Co., 34 Iil. 13 (1864). The authorities generally are collected in a 
Note, 117 A. L. R. 69, 74-78 (1938). Some later cases are Ryckman v. Cooper, 291 
Mich. 556, 289 N. W. 252 (1939); Anselman v. Oklahoma City University, 197 
Okla. 529, 172 P.2d 782 (1946); Morris v. Clark, 100 Utah 252, 112 P.2d 153 
(1941), cert. denied, 314 U. S. 584, 62 Sup. Ct. 357 (1941). 

® Bucher v. Young, 94 Ind. App. 586, 158 N. E. 581 (1927); First Nat. Bank & 
Trust Co. v. Scott, 109 N. J. Eq. 244, 156 Atl. 836 (1931); Vorheis v. Kitch, 8 
Phila. 554 (Pa. 1871). Compare Tyler v. Tyler, 50 Mont. 65, 144 Pac. 1090 (1914), 
where the escrow agreement was in the form of an option to purchase real estate. 

% This is recognized in Price v. Pittsburg, Ft. Wayne and Chicago R. R. Co., 34 
Ill. 13, 34 (1864). Authorities generally are collected in the Note, 117 A. L. R. 69, 80 
(1938). 

* Van Epps v. Arbuckle, 332 Ill. 551, 164 N. E. 1 (1928); Stone v. Duvall, 
77 Ill. 475, 480 (1875). Authorities generally will be found in the Note, 117 A. L. R. 
69, 79 (1938). And see ILL. REV. STAT., c. 76, § la (1947). 

%Teiter v. Pike, 127 Ill. 287, 20 N. E. 23 (1889); Emmons v. Harding, 162 
Ind. 154, 70 N. E. 142 (1904). And see Note, 117 A. L. R. 69, 84 (1938). 
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party to whom the grantor conveys is a bora fide purchaser for value 
without notice of the escrow.*® 

Conveyance by grantee prior to performance of condition. If the 
grantee under an escrow conveys to a third party before the condition has 
been performed, the doctrine of “‘relation back’’ has been applied after 
performance of the condition to protect the third party’s title.*” 

Grantor’s title perfected pending performance of condition. Some- 
times a grantor after depositing his deed as an escrow will acquire out- 
standing claims or take other steps to perfect his title. Here in order that 
the grantee under the escrow may have the benefit of the subsequent steps 
taken by the grantor to perfect title, the doctrine of ‘‘relation back’’ will 
not be applied.** 

Insurance. Where a grantor has premises insured against loss by fire 
and a loss occurs after he has deposited his deed as an escrow but before 
performance of the condition, it has been held that the doctrine of “‘rela- 
tion back’’ will not be applied so as to preclude his recovering on the 
policy.*° However, where a mortgage and mortgage notes have been 
deposited as escrows and pending performance of the condition the mort- 
gagee takes out a policy of fire insurance to protect her interests, it has been 
held that the doctrine of “‘relation back’’ will permit her to recover for a 
fire loss occurring in the interim preceding final delivery by the escrowee.™ 

Tax Liability. The doctrine of “relation back’’ has been applied in 
determining the year when profits resulting from the sale of a leasehold, 
closed by means of an escrow, accrue for federal income tax purposes.“ As 
between the parties, however, the doctrine will not be applied to relieve a 
grantor from liability for real estate taxes which accrue after his warranty 
deed has been deposited as an escrow but before the condition is performed 
and the warranty deed actually delivered by the escrowee.* The question of 
liability for current taxes as between the parties is customarily governed by 
express provisions of the contract of sale. 

Rents and profits. The doctrine of “‘relation back’’ has been relied on 
in some cases as a ground for holding that the grantee is entitled to rents and 
profits accruing during the interim between deposit of a deed as an escrow 
and its final delivery by the escrowee upon performance of the condition. 


© Heffron v. Flanigan, 37 Mich. 274 (1877); Waidock v. Frisco Lumber Co., 
71 Okla. 200, 176 Pac. 218 (1918). 

Note, 117 A. L. R. 69, 83 (1938). 

5 Id. at 80. Compare Baker v. Snavely, 84 Kan. 179, 114 Pac. 370 (1911). 

® Vierneisel v. Rhode Island Ins. Co., 77 Cal. App.2d 229, 175 P.2d 63 (1946). 
And see Pomeroy v. Aetna Insurance Co., 86 Kan. 214, 120 Pac. 344 (1912). 

© St. Paul Fire & Marine Ins. Co. v. Crump, 231 Ala. 127, 163 So. 651 (1935). 

® Commissioner of Internal Revenue v. Moir, 45 F.2d 356 (C. C. A. 7th 1930). 
See Comment, 29 MICH. L. REV. 1082 (1931). 

® McMurtrey v. Bridges, 41 Okla. 264, 137 Pac. 721 (1913). And see Mohr v. 
Joslin, 162 Iowa 34, 142 N. W. 981 (1913). 

® Marr v. Rhodes, 131 Cal. 267, 63 Pac. 364 (1900); Scott v. Stone, 72 Kan. 
545, 84 Pac. 117 (1906); Sibley v. Pickens, 273 S. W. 897 (Tex. Civ. App. 1925). 
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This is a matter, however, which is usually covered by express agreement of 
the parties and one which should depend in every case, it would seem, upon 
the general nature and purpose of the particular transaction involved. 

Running of statute of limitations. The doctrine of ‘‘relation back’”’ 
has been applied in favor of a grantee claiming the benefit of the statute of 
limitations.®** It does not apply, however, where the statute of limitations 
is sought to be interposed as a defense to an action for breach of warranty 
based on covenants of the deed. 

Grantor’s signature to drainage petition. A grantor who signs a peti- 
tion for the organization of a drainage district after he has deposited a deed 
as an escrow but before performance of the condition may properly be 
counted as an owner in determining the sufficiency of the petition. 

Notice to terminate lease. In Hirschberg v. Russell,®** where a grantor 
gave notice to terminate a lease after she had deposited her deed as an escrow, 
the doctrine of “relation back’’ was not applied so as to invalidate such 
notice. 

Grantor’s creditors. Whether the doctrine of “‘relation back’’ will be 
applied to protect the grantee against liens of the grantor’s creditors attach- 
ing after deposit of his deed with the escrowee is a question upon which the 
authorities are in conflict. 

Express agreement between the parties. The parties themselves may 
expressly agree that the doctrine of “‘relation back’ shall apply, and such an 
agreement will, it appears, be given effect, at least where rights of others have 
not intervened so as to be injuriously affected thereby.” 

‘Relation back’’ for one purpose and not others. The fact that the 
doctrine of “relation back”’ is applied for one purpose does not necessarily 
mean that it must be applied for all other purposes in the same transaction.” 

The fiction of “‘relation back’’ would seem to afford an apt illustration 
of the flexibility of the common law in adapting itself to practical situations. 
The escrow has long been a convenient mechanism which serves a useful and 
practical end.”* The doctrine of ‘‘relation back”’ is the method by which the 
common law has exempted that particular transaction from certain general 
rules governing delivery of instruments so that parties may avail themselves 
of the escrow asa useful, workable device. 
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* See Price v. Pittsburg, Ft. Wayne and Chicago R. R. Co., 34 Ill. 13 (1864), 
and compare Stone v. Duvall, 77 Ill. 475 (1875). 

® Parker v. Spencer, 61 Tex. 155, 162 (1884). 

® Lost Creek Coal & Mineral Land Co. v. Hendon, 215 Ala. 212, 110 So. 308 
(1926). 

* Hull v. Sangamon River Drain. Dist., 219 Ill. 454, 76 N. E. 701 (1906). 

317 Ill. App. 329, 45 N. E.2d 886 (1st Dist. 1943). 

® Note, 117 A. L. R. 69, 85-88 (1938). 

” Price v. Pittsburg, Ft. Wayne and Chicago R. R. Co., 34 Ill. 13 (1864). 

™ Stone v. Duvall, 77 Ill. 475, 480-81 (1875). 

7 “An escrow fills a definite niche in the body of the law.’’ Squire v. Branciforti, 
131 Ohio St. 344, 353, 2 N. E.2d 878, 882 (1936). 
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UNAUTHORIZED DELIVERY AND BONA FIDE 
PURCHASERS 


Where a deed has been deposited as an escrow, the general rule is that 
unauthorized delivery by the escrowee before the conditions have been com- 
plied with conveys no title.” 

Suppose, however, that the grantee in such a case records the deed, and 
thereafter the property passes into the hands of an innocent third party who 
purchases in good faith and for value in reliance on the public records. Is the 
latter protected notwithstanding the unauthorized delivery? This question 
is one upon which there is much conflict of authority.” 

The Illinois cases do not appear to be in harmony. Forcum v. 
Brown * is generally cited as supporting the view that a bona fide purchaser 
is not entitled to protection, but that case did not involve an ordinary type 
of escrow, and the deed under which the third-party purchaser claimed 
was itself probably vulnerable to a charge of forgery.”* In both Osby 
v. Reynolds” and Stanley v. Valentine,”* the Court, while recognizing 
that it had been held that a bona fide purchaser would not be protected 
under such circumstances, expressly stated that it was unnecessary to go to 
such lengths in the particular case because it clearly appeared on the facts 
that the third party had purchased with notice.” 

In Clark v. Harper,*® on the other hand, the Illinois Supreme Court, 
after stating that it was a maxim of the law that where one of two inno- 
cent persons must suffer a loss, he who was the cause or occasion of that 
confidence by which the loss has been caused ought to bear it, announced 
the rule to be that a “bona fide purchaser from one, who wrongfully pro- 
cures the delivery of a deed placed in escrow, will be protected.”” The 
Court cited with approval the Pennsylvania decision of Blight v. Schenck,™ 
one of the leading American cases supporting the view that a bona fide 
purchaser under such circumstances will be protected. 

It is difficult to say, therefore, what final conclusion may ultimately 
be reached by the Illinois Supreme Court if and when this question is here- 
after squarely presented for decision. There are strong considerations, it 


® Tucker v. Kanatzar, 373 Ill. 162, 166, 25 N. E.2d 823, 825 (1940). 

™% 4 THOMPSON, COMMENTARIES ON THE MODERN LAW OF REAL PROPERTY 
§§ 3953-3955 (1924). 

251 Ill. 301, 96 N. E. 259 (1911). 

If there was any showing that the third party, Robinson, paid value for the 
property, the opinion does not disclose it. The Court did observe, at the conclusion of its 
opinion: ‘If Robinson has paid anything on the mortgage against the Illinois land or has 
paid taxes on the land, he should be protected to that extent.” 

7 260 Ill. 576, 103 N. E. 556 (1913). 

79 Ill. 544 (1875). 

™® Skinner v. Baker, 79 Ill. 496 (1875), involved merely a lessee, with an option 
to purchase. See, however, Land Co. v. Peck, 112 Ill. 408, 443 (1885), which appears 
to lend support to the view that a bona fide purchaser is not entitled to protection. 

215 Ill. 24, 41-42, 74 N. E. 61, 67-68 (1905). 
10 Pa. 285, 51 Am. Dec. 478 (1849). 
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would seem, to support the view that the bona fide purchaser should be 
protected. One well-known commentator, after stating that this is the 
better view upon principle and the one supported by the weight of author- 
ity, advances the following persuasive reasons why the bona fide pur- 
chaser should be accorded protection.**? The first is based on the familiar 
doctrine that when a loss has occurred which must fall on one of two in- 
nocent persons, it should be borne by him who is the occasion of the loss. 
A deed deposited as an escrow is ordinarily regular on its face and is 
capable of clothing the grantee with apparent title. Consequently when the 
maker of such an instrument has voluntarily parted with the possession of 
it and delivered it into the care and keeping of a person of his own selection, 
he should be responsible for the use that may in fact be made of it in a 
controversy subsequently arising between himself and a bona fide purchaser. 
Secondly, a contrary view would tend to render titles insecure. Many real 
estate transactions are today closed by means of escrows with nothing of 
record to indicate that fact. If a purchaser could acquire such a title only 
at his peril, the merchantability of real estate generally as an article of daily 
commerce would be impaired. These considerations should, it is believed, 
carry weight with the Illinois Court.** 

Aside from the principle just considered, it is to be noted that a grantor 
may ratify an unauthorized delivery by the escrowee or estop himself by 
his conduct from questioning such delivery.** 


DEEDs TO BE DELIVERED BY A THIRD PARTY 
UPON THE GRANTOR’S DEATH 


Many cases are to be found in the Illinois Reports involving delivery 
of a deed by a grantor to a third person with instructions to deliver it to 
the grantee named therein upon the grantor’s death. It is well settled 
under the Illinois decisions that if the grantor surrenders complete control 
over the deed at the time it is delivered to the third person, the transaction 
will result in a valid conveyance to the grantee.** It is not so clear just 


® 4 THOMPSON, op. cit. supra note 74, §§ 3954-55. 

§ See Tutt v. Smith, 201 Iowa 107, 204 N. W. 294 (1925); Schurtz v. Colvin, 
55 Ohio St. 274, 45 N. E. 527 (1896); Note, 16 CALIF. L. REV. 141-46 (1928). 

* 4 THOMPSON, op. cit. supra note 74, § 3959. And see Smith v. Goodrich, 167 
Ill. 46, 47 N. E. 316 (1897); Illinois Central R. R. Co. v. McCullough, 59 Ill. 166 
(1871); Eichlor v. Holroyd, 15 Ill. App. 657 (2d Dist. 1885); Harris v. Geneva Mill 
Co., 209 Ala. 538, 96 So. 622 (1923); Home Owners’ Loan Corp. v. Ashford, 198 
Okla. 481, 179 P.2d 905 (1946); Beck v. Harvey, 196 Okla. 270, 164 P.2d 399 
(1944); Hansen v. Bellman, 161 Ore. 373, 88 P.2d 295 (1939); Note, 48 A. L. R. 
405, 424 (1927). Compare Land Co. v. Peck, 112 Ill. 408, 443-44 (1885). 

® McClugage v. Taylor, 352 Ill. 550, 186 N. E. 145 (1933); Johnson v. 
Fleming, 301 Ill. 139, 133 N. E. 667 (1922); Newman v. Workman, 284 Ill. 77, 119 
N. E. 967 (1918); Callerand v. Piot, 241 Ill. 120, 89 N. E. 266 (1909); Thompson 
v. Calhoun, 216 Ill. 161, 74 N. E. 775 (1905); Bogan v. Swearingen, 199 Ill. 454, 
65 N. E. 426 (1902); Munro v. Bowles, 187 Ill. 346, 58 N. E. 331 (1900). And 
see Note, 52 A. L. R. 1222 (1928). 
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when title passes in such a case, although it seems likely that if it were 
necessary to protect the grantor in the use and possession of the land during 
his lifetime, the Court would do so—even though the deed does not ex- 
pressly reserve a life estate—by holding that title did not pass until the 
grantor’s death.*® 

It is obvious that this type of transaction differs in principle from 
the situation previously discussed where a sale of real estate between vendor 
and purchaser is closed by means of an escrow. In the latter case, the 
event upon which the deed is to be finally delivered to the purchaser is 
ordinarily uncertain, and the initial delivery to the escrowee is conditional 
only. If the condition is not performed, the grantor will get back his un- 
delivered deed. However, where the grantor places a deed in the hands of 
a third party to be delivered over to the grantee upon the grantor’s death, 
the event upon which the deed is to be delivered to the grantee is not un- 
certain but is bound to occur. In that sense of the word, such a delivery 
to the third party is not conditional at all.*’ If there is no reservation of 
control over the deed by the grantor, it has been repeatedly held that a 
final and complete delivery takes place at the time the deed is so handed to 
the third party.* 

A decisive issue in a case where the grantor deposits a deed with a 
third party to be delivered over to the grantee upon the grantor’s death is 
whether the grantor retained control over the deed. If he reserves the 
right to recall the deed, it will be inoperative for want of a valid delivery,” 
and it has been said that this is true even though the grantor may not have 
exercised that right before his death.®° Placing the deed in the hands of a 
third party with instructions to deliver it to the grantee in event the grantor 
dies first has been held insufficient. However, where unconditional 


 McClugage v. Taylor, 352 Ill. 550, 186 N. E. 145 (1933); Selby v. Smith, 
301 Ill. 554, 134 N. E. 109 (1922); Kelly v. Bapst, 272 Ill. 237, 111 N. E. 1028 
(1916); Baker v. Baker, 159 Ill. 394, 42 N. E. 867 (1896); Stone v. Duvall, 77 II. 
475 (1875). The doctrine of ‘‘relation back’’ will, it seems, be applied. Stone v. Duvall, 
supra. Where the deed is to be delivered by the third party after the death of both the 
grantor and his wife, title passes when the grantor and his wife are both dead. Grindle v. 
Grindle, 240 Ill. 143, 88 N. E. 473 (1909). Compare Clodfelter v. Van Fossan, 394 
Ill. 29, 67 N. E. 2d 182 (1946). 

* Note 94 infra. 

® McClugage v. Taylor, 352 Ill. 550, 186 N. E. 145 (1933) (‘‘complete and 
valid delivery’’) ; Osgood v. McKee, 343 Ill. 470, 175 N. E. 786 (1931) (same); Bul- 
lard v. Suedmeier, 291 Ill. 400, 126 N. E. 117 (1920) (same); Thurston v. Tubbs, 
257 Ill. 465, 100 N. E. 947 (1913) (‘‘complete and effective delivery’) ; Kirkwood v. 
Smith, 212 Ill. 395, 72 N. E. 427 (1904) (delivery ‘‘effectual and complete’’) ; Bogan 
v. Swearingen, 199 Ill. 454, 65 N. E. 426 (1902) (delivery ‘“‘absolute and uncondi- 
tional’’). 

® Selby v. Smith, 301 Ill. 554, 134 N. E. 109 (1922); Linn v. Linn, 261 Ill. 
606, 104 N. E. 229 (1914); Sexton v. Merchants’ Loan & Trust Co., 257 Ill. 551, 101 
N. E. 56 (1913); Stevens v. Stevens, 256 Ill. 140, 99 N. E. 917 (1912); Lange v. 
Cullinan, 205 Ill. 365, 68 N. E. 934 (1903). 

® Johnson v. Fleming, 301 Ill. 139, 133 N. E. 667 (1922). 

* Stanforth v. Bailey, 344 Ill. 38, 175 N. E. 784 (1931); Weber v. Brak, 289 
Ill. 564, 124 N. E. 654 (1919). 
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instructions are given to deliver the deed to the grantee upon the grantor’s 
death and no control is reserved, delivery becomes irrevocable when the 
grantor places the deed in the hands of the third party, and no act of the 
grantor afterwards can revoke it.*” 

In view of the fact that an effective delivery is completed when the 
grantor places a deed in the hands of a third party with instructions to de- 
liver it to the grantee upon the grantor’s death, some authorities suggest 
that as a matter of strict legal terminology, it may not be entirely accurate 
to say that such a deed is delivered as an escrow at all.°* The Illinois 
Supreme Court has, however, used the term “‘escrow”’ in connection with 
such a transaction,®* although it has also recognized the distinction which 
exists between this type of case and the usual transaction between vendor 
and purchaser where final delivery of the deed by the escrowee depends 
upon the happening of events which may or may not occur.® 

From the viewpoint of strict legal analysis, delivery of a deed to a 
third party with instructions to deliver it to the grantee upon the grantor’s 
death presents some interesting problems.®* It would seem to be implicit 
in the very nature of such a transaction that the grantor intends to reserve 
to himself the use and possession of the land during his lifetime. Can 
that intention be given effect without doing violence to established legal 
principles? 

A number of Illinois cases may be cited in support of the view that 
where a deed is delivered to a third person with instructions to deliver it 
to the grantee named therein upon the happening of an event which is 
certain to occur, such as death of the grantor, title passes at the time of de- 


* McReynolds v. Miller, 372 Ill. 151, 22 N. E.2d 951 (1939); Phenneger v. 
Kendrick, 301 Ill. 163, 133 N. E. 637 (1922); Johnson v. Fleming, 301 Ill. 139, 133 
N. E. 667 (1922); Waters v. Lawler, 297 Ill. 63, 130 N. E. 335 (1921); Moore v. 
Downing, 289 Ill. 612, 124 N. E. 557 (1919); Hudson v. Hudson, 287 Ill. 286, 122 
N. E. 497 (1919). 

* Emmons v. Harding, 162 Ind. 154, 158, 70 N. E. 142, 143 (1904); Foster v. 
Mansfield, 3 Metc. 412, 37 Am. Dec. 154 (Mass. 1841); Taft v. Taft, 59 Mich. 185, 
26 N. W. 426 (1886) ; Note, 117 A. L. R. 69 (1938). 

* McClugage v. Taylor, 352 Ill. 550, 186 N. E. 145 (1933); Gronewold v. 
Gronewold, 304 Ill. 11, 136 N. E. 489 (1922); Kelly v. Bapst, 272 Ill. 237, 111 N.E. 
1028 (1916); Stone v. Duvall, 77 Ill. 475 (1875). And notwithstanding the fact that 
delivery was to be made by the third party upon the grantor’s death, an event certain to 
occur, delivery by the grantor to the third party has been characterized as conditional. 
Weir v. Hann, 301 Ill. 422, 134 N. E. 52 (1922) ; Stone v. Duvall, 77 Ill. 475 (1875). 

*® Johnson v. Wallden, 342 Ill. 201, 173 N. E. 790 (1930); Main v. Pratt, 276 
Ill. 218, 114 N. E. 576 (1916). These decisions indicate that unlike the case where 
delivery by the escrowee is to be made upon the happening of an event which may or may 
not occur, no contract enforceable under the Statute of Frauds is necessary as a basis for an 
irrevocable delivery of a deed to a third party to be delivered to the grantee upon the 
grantor’s death. See note 26 supra. 

“4 TIFFANY, op. cit. supra note 1, § 1054; Ballantine, Nature of Escrows and 
Conditional Delivery, 3 ILL. L. BULL. 3, 8-10 (1920). 
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livery of the deed to the third party and not upon the grantor’s death.” 
Under this view there would seem to be no difficulty in sustaining the 
grantor’s right to the use and possession of the lands during his lifetime 
where the deed which he delivers to the third person reserves a life estate by 
its express terms. Such a deed would operate by its terms as an immediate 
conveyance to the grantee of a future estate.** Suppose, however, that the 
deed is absolute on its face. If such a deed operates to convey title at the 
moment it is delivered to the third person, how can the use and possession 
of the land thereafter remain in the grantor until his death? Does it not 
become necessary if such a result is attained to read into the completely de- 
livered deed something which admittedly is not there, viz., the reservation 
of a life estate in the grantor? Indeed it has been said that delivery to the 
third person ‘‘vested the title according to the tenor and effect of the several 
deeds.” °° 

However, the intent of the grantor in such a case to retain the use 
and possession of the lands during his lifetime seems so clear that it is be- 
lieved the Court would likely give the transaction that effect even though 
the deed delivered to the third person may be absolute on its face without 
any reservation of a life estate in the grantor. Such a result can be accom- 
plished, it seems, under the authority of that other line of Illinois decisions 
which support the view that title does not pass in such a case until after 
the death of the grantor.’ These cases treat the transaction as a condi- 


™ Johnson v. Wallden, 342 Ill. 201, 173 N. E. 790 (1930); Phenneger v. 
Kendrick, 301 Ill. 163, 133 N. E. 637 (1922); Argile v. Fulton, 295 Ill. 569, 129 
N. E. 526 (1921); Dietz v. Dietz, 295 Ill. 552, 129 N. E. 508 (1920); Main v. 
Pratt, 276 Ill. 218, 114 N. E. 576 (1916); Thurston v. Tubbs, 257 Ill. 465, 100 
N. E. 947 (1913); Kirkwood v. Smith, 212 Ill. 395, 72 N. E. 427 (1904). 

® Ralston v. Graham, 398 Ill. 439, 75 N. E.2d 887 (1947); Weir v. Hann, 301 
Ill. 422, 134 N. E. 52 (1922); Hudson v. Hudson, 287 Ill. 286, 122 N. E. 497 
(1919) ; German-American Nat. Bank v. Martin, 277 Ill. 629, 115 N. E. 721 (1917). 
And if the deed provides on its face that it shall not be in effect until the grantor’s death, 
it seems that the grantors’ use and possession during his lifetime could be protected con- 
sistently with the language of the instrument. Dry v. Adams, 367 Ill. 400, 11 N. E.2d 
607 (1937) ;Osgood v. McKee, 343 Ill. 470, 175 N. E. 786 (1931); Bullard v. 
Suedmeier, 291 Ill. 400, 126 N. E. 117 (1920). 

® Thurston v. Tubbs, 257 Ill. 465, 470, 100 N. E. 947, 949 (1913). The fact 
that the grantor continues in the use and possession of the property after the deed has been 
placed in the hands of the third party seems to have been considered, in some cases, as a 
circumstance inconsistent with a valid delivery. Smith v. Pelz, 384 Ill. 446, 51 N. E.2d 
534 (1943) ; Selby v. Smith, 301 Ill. 554, 134 N. E. 109 (1922); Moore v. Downing, 
289 Ill. 612, 124 N. E. 557 (1919). Compare, however, Argile v. Fulton, 295 IIl. 
569, 129 N. E. 526 (1921); Kirkwood v. Smith, 212 Ill. 395, 72 N. E. 427 (1904); 
Bogan v. Swearingen, 199 Ill. 454, 65 N. E. 426 (1902). 


1 See note 86 supra. In some jurisdictions, where it is held that title passes upon 
delivery of the deed to the third party, courts have preserved to the grantor the use and 
possession of the land during his lifetime by reading into the transaction an implied reser- 
vation of such a life estate. Foulkes v. Sengstacken, 83 Ore. 118, 130, 163 Pac. 311, 
314-15 (1917); Ballantine, Nature of Escrows and Conditional Delivery, 3 ILL. L. 
BULL. 3, 8-9 (1920). No Illinois case, however, appears to have gone this far. 
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tional delivery of the deed to the third party in escrow, notwithstanding 
the fact that the event upon which the deed is to be delivered over to the 
third party is one certain to occur.’ It is difficult, however, to reconcile 
these decisions with that other line of Illinois cases, hereinbefore referred 
to, which treat delivery to the third party as absolute and unconditional ? 
and assert that title passes under such a deed at the moment it is delivered to 
the third party.? 

The disquieting problems of legal analysis which such a situation 
provokes would seem to be sufficient to warrant the practitioner in seriously 
asking: Should the common practice under which a deed is deposited with 
a third party to be transmitted to the grantee upon the grantor’s death be 
discontinued entirely? 

There is much to be said in support of an affirmative answer. Cer- 
tainly there is no real need to resort to this cumbersome form of transac- 
tion in order to carry out the intention of the parties. The only result 
which a grantor can lawfully attain through deposit of a deed with a third 
party to be transmitted to the grantee upon the grantor’s death will be 
more easily accomplished, it seems, by the delivery of a deed, reserving a life 
estate in the grantor, directly to the grantee.'°* This more simple and 
forthright procedure will not only avoid the troublesome questions of legal 
analysis mentioned above, but at the same time it may eliminate difficult 
problems of proof.?% 


7 See note 94 supra. 

18 See note 88 supra. 

8 See note 97 supra. In Deitz v. Deitz, 295 Ill. 552, 557, 129 N. E. 508, 510 
(1920), the Court, in discussing this type of transaction, observes that: ‘‘A deed must 
take effect immediately or it will not take effect at all.’’ And in Argile v. Fulton, 295 
Ill. 569, 572, 129 N. E. 526, 527 (1921), a case involving a transaction of the general 
type here under consideration, the Court observes: ‘‘There can be no question that a deed 
to be valid must take effect upon its execution and delivery or not at all. A deed to land 
which is not to take effect until the death of the grantor is void, as being an attempt to 
make a testamentary disposition of the property without complying wih the Statute of 
Wills.’”’ See also Smith v. Thayer, 234 Mass. 214, 125 N. E. 171 (1919). 

24 Weir v. Hann, 301 Ill. 422, 134 N. E. 52 (1922). 

1 The fact that a deed was not in the possession of the grantee until after the 
grantor’s death but was in the possession of a third person makes a prima facie case against 
the delivery of the deed even though the third person afterwards transmits it to the grantee, 
and in such a case it devolves upon the grantee to overcome such a prima facie case against 
delivery by showing what the condition was and that it has been complied with. Smith v. 
Pelz, 384 Ill. 446, 51 N. E.2d 534 (1943); Huber v. Williams, 338 Ill. 313, 170 
N. E. 195 (1930); Selby v. Smith, 301 Ill. 554, 134 N. E. 109 (1922). The fact 
that the third party is dead may make the grantee’s problem of proof particularly onerous 
in such a case. Scott v. Cornell, 295 Ill. 508, 129 N. E. 94 (1920). Furthermore, 
difficult questions of fact may arise with respect to whether the deed was to be transmitted 
by the third party to the grantee only upon the grantor’s death, McReynolds v. Miller, 372 
Ill. 151, 22 N. E.2d 951 (1939), or whether the grantor reserved control over the deed, 
Jones v. Schmidt, 290 Ill. 97, 124 N. E. 835 (1919). 
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RIGHTS OF PERSONS NOT PARTIES 
TO THE CONTRACT 


BY PAUL W. GORDON* 


THE SUBJECT ASSIGNED to me for comment seems at first blush to 
be of such simplicity as to require little, if any, research. And any exten- 
sive discussion of the subject would appear to be more in the nature of di- 
alectical wriggling than an honest attempt to expound principles of law so 
well known to everyone. After all, every lawyer knows that possession 
of real estate is notice to anyone dealing with the title, that a judgment 
becomes a lien immediately upon its rendition, that a spouse who has not 
joined in the contract cannot be compelled to join in a conveyance, and so 
on. With much this attitude, I began preparation of my notes for this 
article, only to discover, somewhat to my chagrin, that the subject has 
many more ramifications and has given rise to more sharp conflicts of opin- 
ion than I would have believed possible. I have, therefore, thought that 
the heuristic approach, rather than dogmatic statements of legal principles, 
was more in keeping with this discussion. 


PARTIES IN POSSESSION 


It is, of course, elementary that one dealing with the title to real estate 
is bound to take notice of any rights held by the person in actual pos- 
session. For his own protection he must make proper inquiry of that person 
to ascertain what rights are claimed. If the vendor is in possession, it 
might reasonably be assumed that no inquiry is called for and that the 
vendee can safely proceed with the purchase in reliance upon the record 
ownership. Ordinarily this is true, although it is subject to some quali- 
fication. For example, if the owner of record actually resides on the land, 
but a tenant holding a lease from an undisclosed vendee also resides on the 
land, a subsequent vendee or mortgagee of the record owner is apparently 
charged with notice of the prior sale. Indeed, our Supreme Court has gone 
much further than that. In Carnes v. Whitfield,? the land in controversy 


*PAUL W. GORDON. LL.B. 1922, University of Michigan;: mem- 
ber of the firm of Brown, Hay and Stephens, Springfield, Illinois; 
member of Illinois Mortgage Laws Investigating Commission, 1945- 
1949. 


1 Johnston v. Masterson, 397 Ill. 168, 73 N. E.2d 401 (1947); Carnes v. Whit- 
field, 352 Ill. 384, 185 N. E. 819 (1933). 
? Supra note 1, at 390, 185 N. E. at 821. 
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had been owned by Whitfield, his mother, and his sister as tenants in com- 
mon in equal shares. Whitfield sold his interest to his sister, but the deed 
was not recorded. He was living on the farm at the time of the execution 
and delivery of the conveyance to her and after the sale continued to reside 
in the dwelling house under an agreement to pay his sister rent. He also 
held a lease of the entire farm from the sister and had subleased to one 
Ploger, who resided in the tenant house on the farm. The sister engaged 
a contractor to build a cowshed, a garage, and some new fence, and these 
improvements were under construction during the month of June, 1930. 
During that month certain judgments were rendered against Whitfield. 
Subsequently execution was issued on one of the judgments, and Whit- 
field’s interest was sold by the sheriff. The Court held that the sister’s title 
was not subject to the judgments, on the theory that the building of the 
improvements was sufficient to charge the judgment creditors with notice 
of her ownership or at least to put them on inquiry which would have 
resulted in ascertaining the truth. The Court said: 


“Tt is well settled that whatever is sufficient to put a party upon 
inquiry is notice of all facts which pursuit of such inquiry would lead 
to, and without such inquiry no one can claim to be an innocent 
purchaser as against him.”’ 


There would seem to be no legitimate quarrel with the statement of 
law thus pronounced by the Court, but the application of the rule to the 
facts of the case is certainly open to criticism. Here was every reason for 
the judgment creditor to assume that the actual ownership coincided with 
the record ownership. It may be wondered if the Court would have reached 
the same conclusion had the case involved a subsequent vendee of Whit- 
field instead of a judgment creditor. The Court apparently did not 
consider the fact that so far as the record disclosed, Whitfield and his 
sister were still tenants in common and, therefore, that the ordinary pre- 
sumptions of “‘one for all’’ should apply. It is axiomatic that the posses- 
sion of one who has a title of record is not notice of any title in him other 
than that which appears of record, and it has frequently been held that one 
purchasing an undivided interest from a vendor who appears of record as a 
tenant in common with another is not, by the fact that the other co tenant 
is in sole possession, chargeable with notice that his vendor has previously 
conveyed his undivided interest to his cotenant.? These decisions are based 
upon the well-recognized rule that one tenant in common may hold pos- 
session on behalf of himself and all of his cotenants. Had our Supreme 
Court considered this question, it seems that a different result would neces- 
sarily have been reached. 


* Schumacher v. Truman, 134 Cal. 430, 66 Pac. 591 (1901); May v. Sturdivant, 
75 Iowa 116, 39 N. W. 221 (1888); Jones v. Brenizer, 70 Minn. 525, 73 N. W. 255 
(1897); Martin v. Thomas, 56 W. Va. 220, 49 S. E. 118 (1904). 
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The courts have generally recognized that the possession necessary to 
charge a purchaser with notice need not extend to the entire tract, possession 
of part only being regarded as sufficient to put the purchaser on inquiry to 
ascertain what rights are claimed by the person so in possession.* .In Boyer 
v. Chandler,’ the Court held that possession by a vendee, under an un- 
recorded contract of purchase, of one flat in a three-flat building was suffi- 
cient to put a subsequent mortgagee on inquiry and consequently to charge 
the mortgagee with notice of the vendee’s contract. 

Generally actual physical occupancy of the land is not necessary for 
the purpose of charging third parties with notice of the real owner’s rights, 
provided there is evidence of possession sufficient to put such third parties on 
inquiry. In Thomas v. Burnett * the owner, who held title under an un- 
recorded deed, had leased the property for one year from August, 1882. 
The tenant surrendered possession in August, 1883, and the property was 
not again leased until March, 1884. In the interim an attaching creditor of 
the prior owner levied an attachment on the land. The Court held that 
the possession of the actual owner put the creditor on notice. The Court 
said: 

“The land here in controversy was improved and under fence. 

In such case, the owner will not lose his possession by-failing to be 
continuously in the actual occupancy or use of the land, by himself 
or tenant. .. . The improvements, the fact that a crop had been 
raised the previous season, will clearly indicate the possession, and will 
be sufficient to put others dealing with the property upon inquiry 
. and it is clear that an inquiry . . . would have led to notice of 


the claim of complainant, and of the existence of the unrecorded 
deed.”’ 


Obviously the effect of this decision and the decision in Carnes v. 
Whitfield is to require a prospective vendee of the record owner to assume 
that such use of the land was by some person other than his vendor. And 
this for the protection of one who ordinarily could easily protect himself 
by making his claim a matter of record. 

It is apparent from the foregoing that each case must be determined 
according to its particular facts. It is equally apparent that the courts of 
Illinois will go to great lengths to protect the holder of an undisclosed in- 
terest in real estate, particularly where the undisclosed interest is a fee under 
an unrecorded deed. 

The case of easements offers greater difficulty in applying the legal 
principles of notice, and there is a paucity of cases on this subject. Unless 
it is an easement for a telephone line, a railroad track, or other use which 
requires the installation of physical facilities, there is obviously no physical 


* Mallett v. Kaehler, 141 Ill. 70, 30 N. E. 549 (1892). 
* 160 Ill. 394, 43 N. E. 803 (1896). 
* 128 Ill. 37, 44, 21 N. E. 352, 353 (1889). 








426 [ Vol. 1949 


ILLINOIS REAL ESTATE TRANSACTIONS 





possession by the person claiming the easement. Moreover, the exercise 
of the right to use is generally intermittent in character and not calculated 
to give actual notice to a stranger who relies on the record ownership. The 
cases which have sustained the rights of the undisclosed claimant have done 
so on the ground that the use of the easement was of sufficient frequency and 
continuity to give notice to anyone observing the land.’ 

A tenant in possession under a lease will be fully protected in his 
possession, according to the terms of his lease, and a vendee of the owner 
of the reversion will take subject to all conditions and provisions of the 
lease.* ‘This is true whether the lease be written or oral, although the lat- 
ter might present some difficult questions of proof. 

The discussion of the rights of persons in possession perhaps would 
not be complete without some reference to the situation where the person 
in possession refuses to disclose his interest. In Riley v. Quigley,® our 
Supreme Court has succinctly stated the rule in such case as follows: 


“Yet the law accepts this constructive notice (possession) in 
lieu of a record, only to the extent of putting persons upon inquiry, 
and requiring a subsequent purchaser to apply for information to the 
person in possession. . . . The law says this is required by good 
faith, but it also must surely say, that if such information is honestly 
and properly asked on the one side, and willfully refused on the other, 
he who has done all in his power to acquire it, may deal with the 
land on the presumption that the title is in fact as disclosed by the 
record.” 


JUDGMENT CREDITORS 


Questions involving the rights of judgment creditors in land sold 
under executory contract have frequently been before the courts for de- 
termination, and there is a surprising lack of unanimity among the courts 
of the various states. Little difficulty is encountered in cases where the 
judgment was rendered before the execution of the contract. Since the 
judgment becomes a lien the moment of its entry, the vendee’s rights will 
necessarily be subject thereto.?° It follows that a sheriff’s judgment deed 
to the judgment creditor, pursuant to execution, levy, and sale under the 
prior judgment, would give the judgment creditor a title paramount to 
the vendee’s interest. The wise vendee will, therefore, before making 
substantial payments under the contract, cause the record to be searched or 
procure a letter of commitment from a title insurance company in order 
to make certain that there are no outstanding liens. He will also, if he is 
not to have immediate possession, file his contract for record. 


7 Rock Island % Peoria Ry. Co. v. Dimick, 144 Ill. 628, 32 N. E. 291 (1892). 

®* Barrett v. Geisinger, 148 Ill. 98, 114, 35 N. E. 354, 358 (1893). 

° 50 Ill. 304, 307 (1869). 

ILL. REV. STAT., c. 77, § 1 (1947); Rawlins v. Launer, 369 Ill. 494,17 
N. E.2d 330 (1938). 
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More difficult problems, however, arise in cases where the judgment 
has been entered after the execution of the contract, although these will be 
minimized to some extent where the vendee is in possession or where the 
judgment creditor is charged with notice under the provisions of the Con- 
veyances Act relating to recording.‘! Even in such cases, the question re- 
mains as to whether the lien of the judgment against the vendor attaches 
to the land to the extent of the vendor's interest as of the time the judg- 
ment is entered, so as to permit the judgment creditor to reach the balance 
of the purchase price remaining unpaid. Most courts are in agreement 
that a vendee in possession under an executory contract is not chargeable 
with notice of the entry of a judgment against his vendor entered after the 
execution of the contract, and accordingly the vendee is safe in making 
payments to the vendor until actual notice is brought home to him.” 
Where notice has been given the vendee, it might be assumed that the 
judgment lien attaches to the vendor's title to the extent of the unpaid 
purchase price. The weight of authority seems to support this view," al- 
though the Iowa court has taken the position that the interest remaining 
in the vendor is personal property and that the judgment is not a lien.** 
The same court has held that the judgment creditor can reach the vendor’s 
interest only by garnishment or equitable proceedings.'® ‘Fhe precise ques- 
tion does not appear to have been decided by the Illinois Supreme Court, 
but the language of some of the cases indicates that our Court would follow 


the majority rule.?° Likewise, the precise question as to whether a judg- 
ment against the vendee would attach as a lien on his equitable interest 
apparently has not been passed upon by our Court. The Court has, how- 
ever, recognized the lien of judgments as to equitable interests," and it is, 
therefore, probable that the Court would uphold the lien to the extent of 
the vendee’s interest. 


Where the judgment is against the vendor, the judgment creditor 
would clearly have the right to proceed in garnishment in order to reach 
the unpaid part of the purchase price. This is expressly provided for in 
the Garnishment Act.?® In the case of installment contracts, however, this 
would be of little practical value to the judgment creditors since it would 
be necessary to carry on a series of garnishments. On the other hand, if 
the judgment creditor has the right to levy on the title of the vendor and 
acquire that interest by sheriff’s deed, the judgment creditor would be in 


MILL. REV. STAT., c. 30, §§ 29, 30 (1947). 

™ See Note, 87 A. L. R. 1505, 1515 (1933). 

8 Id. at 1510. 

* Cummings v. First Nat. Bank, 199 Iowa 667, 202 N. W. 556 (1925). 

*% Baldwin v. Thompson, 15 Iowa 504 (1864). 

%® Thorpe v. Helmer, 275 Ill. 86, 113 N. E. 954 (1916); Yarnell v. Brown, 170 
Ill. 362, 48 N. E. 909 (1897). 

17 Pease v. Frank, 263 Ill. 500, 105 N. E. 299 (1914). 

ILL. REV. STAT., c. 62, § 1 (1947). 
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position to demand payment of the remaining installments, thus protecting 
himself to the full extent of the unpaid purchase price. Such procedure 
would in no way prejudice the vendee, and the vendor’s property would 
thus be subjected to the payment of his debt. The Iowa rule that no lien 
will attach to the vendor’s interest is based upon the legal fiction of 
equitable conversion, and it is believed that it is neither realistic nor designed 
to further the ends of justice. 

Strictly speaking, the doctrine of lis pendens is not properly a part of 
the discussion of the rights of judgment creditors. It is, however, rather 
closely allied, and it seems more convenient to treat the subject under this 
heading than under a separate one. While the doctrine is often referred to 
by the courts as a part of the law of notice, it is believed the real reason for 
the doctrine is based on the principle that pending the litigation a party to 
the suit cannot convey or otherwise dispose of his interest in the land to 
the prejudice of other parties to the litigation. Otherwise, any decision 
rendered in the case might be completely nugatory. 

Our Supreme Court has held that to create a valid lis pendens, three 
elements are necessary: First, the property involved must be of the kind 
subject to the rule. Second, the court must have jurisdiction both of the 
person and the property. Third, the property involved must be sufficiently 
described in the pleadings. When these concur, a purchaser pendente lite 
must take notice of everything averred in the pleadings pertinent to the 
issue or to the relief sought.® In the same case the Court held that the 
lis pendens begins with the service of summons, provided the pleadings 
are sufficient. 

The doctrine is usually invoked where the proceedings are of an 
equitable nature, as, for example, suits to foreclose mortgages,”° suits for 
partition,” or suits for divorces which affect the land.?*_ It is, however, 
equally applicable to actions at law when the necessary elements are pres- 
ent. Accordingly we have seen it applied by our Court in an action of 
ejectment.”*> Ordinarily lis pendens is not terminated until the entry of 
a final decree or judgment from which no appeal is taken,”* but it may be 
ended earlier by failure of the plaintiff to obtain service for a period of six 
months after filing his complaint. By the terms of the statute if the plain- 
tiff neglects or fails to cause notice to be given to the defendant, either by 
service of summons or publication, for a period of six months after the fil- 
ing of the complaint, the complaint shall cease to be constructive notice 
until such service is had.” 


” Norris v. Ile, 152 Ill. 190, 38 N. E. 762 (1894). 

* Kemper v. Weber, 318 Ill. 494, 149 N. E. 478 (1925). 
** Weber v. Kemper, 320 Ill. 11, 150 N. E. 339 (1926). 

= Moore v. Zelic, 338 Ill. 583, 170 N. E. 664 (1930). 

*% Glanz v. Ziabek, 233 Ill. 22, 84 N. E. 36 (1908). 

* Eich v. Czervonko, 330 Ill. 455, 161 N. E. 864 (1928). 
ILL. REV. STAT., c. 22, § 53 (1947). 
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MORTGAGEES AND MECHANIC’s LIEN CLAIMANTS 


The rights of mortgagees and mechanic’s lien claimants perhaps 
should not be discussed under the same heading since the nature.and crea- 
tion of their liens are essentially different. The mortgagee’s rights are 
created by voluntary act of the parties, while the mechanic’s lien claimant 
derives his rights solely from the statute. Yet they have much in com- 
mon, and the principal remedy provided by law is substantially the same 
for both. If further justification is needed for joining the two, it is found 
in the desire to hold the length of this article within reasonable bounds. 
The term, “mechanic’s lien claimant,’’ as used in this discussion, includes 
materialmen. 

Where the mortgage is executed prior to the contract of sale and has 
been recorded, or notice thereof has otherwise been brought home to the 
vendee, the principles of law applicable are so elementary and well recog- 
nized as to require neither discussion nor citation of authorities. The 
same may be said where the mortgage, although executed after the con- 
tract, has been made with no notice, actual or constructive, of the existence 
of the contract. That the rights of the mortgagee are superior to those of 
the vendee in such cases has never been questioned. Likewise, the rights of 
the mechanic’s lien claimant whose claim for lien has come into existence 
prior to the execution of the contract take precedence over the rights of the 
vendee. Indeed, the lien claimant has a considerable advantage, by virtue 
of the statute, in being able to file his claim at any time within four 
months after the work is performed or the material delivered, and when 
so filed, his rights will be superior to those of the vendee.2* The vendee 
can, of course, usually protect himself by careful inspection of the property 
to determine whether or not any recent construction has taken place. If 
there is evidence of such recent construction, he can require proof that all 
bills for labor and material have been paid or he can require waivers of 
lien from all persons who have furnished labor or material. 

As already indicated, the principal remedy of both mortgagees and 
mechanic’s lien holders is the same, namely, foreclosure to subject the land 
to the payment of the debt, although the lien holder’s claim must be fore- 
closed within the statutory two-year period.”” It frequently happens that 
the vendee has, either in the contract to purchase or in the conveyance, 
assumed and agreed to pay an outstanding mortgage indebtedness. Such 
assumption is sufficient to render the vendee personally liable to the mort- 
gagee,** and, surprisingly enough, this is true in Illinois, even where the 
vendor was not personally liable for the payment of the mortgage debt.”® 


ILL. REV. STAT., c. 82, § 7 (1947). 

* Ibid, 

* Dean v. Walker, 107 Ill. 540 (1883). 

* Harts v. Emery, 184 Ill. 560, 56 N. E. 865 (1900). 
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Where the mortgage is made prior to the contract and is foreclosed 
for default on the part of the vendor, the vendee will have a lien on the 
surplus of the proceeds derived from the foreclosure sale to the extent of 
payments which have been made by him under the terms of the contract.*° 

Where the mortgage is made after the contract and the mortgagee has 
knowledge of the sale, either actual or constructive, his rights are, of course, 
subordinate to those of the vendee to the full extent of the purchase price 
which has been paid. Moreover, it would seem clear that the vendee is 
not chargeable with notice of the mortgage, regardless of its recording, un- 
til actual notice is given him. No Illinois case has been found on this 
point, but as we have seen in the discussion of the rights of judgment cred- 
itors, the vendee is not chargeable with notice of a judgment recovered 
after he has recorded his contract or gone into possession, and no distinc- 
tion on principle is apparent in the case of a subsequent mortgage. Even 
after actual notice is given the vendee, he is still under obligation to make 
his payments under the contract to his vendor until the mortgagee has 
taken appropriate steps to require the payment to be applied on his mort- 
gage. Otherwise the vendee would be in default and risk a forfeiture of his 
rights under the contract. In case of foreclosure of the mortgage, the 
vendee cannot be compelled to make payments other than as called for by 
the terms of his contract. Since the mortgagee’s rights are in such case com- 
pletely subordinate to those of the vendee, he can do no more than re- 
quire the payments provided for in the contract. In other words, he is 
placed in the position of the vendor, and after he has acquired title through 
foreclosure, he is subject to all of the duties imposed by the contract upon 
the vendor.*! Thus he can be compelled specifically to perform the con- 
tract.*? 

Mechanic’s liens almost necessarily present a different situation since 
the vendee will always take with notice where the improvements have been 
contracted for by the vendor. And this is true, although the claim for 
lien or suit to foreclose the lien may not be filed until after the execution 
of the contract, provided the filing is in apt time under the statute. The 
lien attaches immediately upon the making of the contract for the im- 
provement ** and continues for four months after completion and there- 
after, if a proper claim is filed or foreclosure proceedings instituted.** 
Doubtless the vendee could discharge the lien by making payment to the 
lien claimant and claiming credit for such payment as against the moneys 
still owed to the vendor. The relative rights of the vendor and vendee 
are, however, not within the scope of this article. 


® Hamill v. Kuchler, 203 Wis. 414, 232 N. W. 877 (1931): see also, Comment, 
The Vendee’s Lien on Land and Chattels, 33 MICH. L. REV. 108 (1934). 
% Broderick v. Driscoll, 301 Ill. 174, 133 N. E. 724 (1922). 
* Krabbenhoft v. Gossau, 337 Ill. 396, 169 N. E. 258 (1929). 
3 Crowen v. Meyer, 342 Ill. 46, 174 N. E. 55 (1930). 
* ILL. REV. STAT., c. 82, § 7 (1947). 
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Where the contract for the improvement is made by the vendee with- 
out authorization, express or implied, by the vendor, it is clear that the 
lien attaches only to the vendee’s interest and may be lost in the event of a 
forfeiture declared by the vendor.** In cases where the vendor, either ex- 
pressly or by his actions, has authorized the improvement, the entire title 
will be subject to the lien,** and consequently the interest of the vendor, 
as well as that of the vendee, is subject to sale under foreclosure decree. 

Under our statute a mechanic’s lien, while subject to a prior mort- 
gage, takes precedence as to the improvements for which the lien is claimed. 
This is tantamount to saying that the mechanic’s lien is paramount to the 
extent that the improvement has increased the value of the property. In 
Bradley v. Simpson *" the Court held that where the proceeds of the fore- 
closure sale were insufficient to pay both the mortgage and the mechanic’s 
lien, the fund would be apportioned, and the mortgagee would take such 
share of the net proceeds as the value of the property before the improve- 
ments were put upon it would bear to the total value of the property after 
the improvements were made. And in Mitchell v. Robinovitz,** the 
Court held that the mechanic’s lien claimants were entitled to priority as 
to the entire value of the improvements, although other lien claimants had 
released their claims. 4 


NONCONTRACTING SPOUSE 


In discussing the rights of the spouse who has not joined in the 
contract of purchase and sale, I shall, for convenience, assume in all cases 
that the vendor is the husband and the noncontracting spouse is the wife. 
It frequently happens that an owner of real estate enters into a contract for 
its sale without the joinder of his wife. Often such contracts are prepared 
on a printed form in a realtor’s office without any thought as to the 
necessity of procuring the wife’s signature. Where relations between the 
husband and wife are friendly and continue so, the lack of the wife’s signa- 
ture on the contract is seldom of importance, as she will usually join in 
the deed when the time comes. When the wife does refuse to join in the 
conveyance, however, her inchoate right of dower cannot be affected either 
by the contract or by the subsequent conveyance.®® If the vendee is willing 
to accept the deed without the wife’s signature, he is entitled to do so, 
assuming the risk, of course, that the vendor may predecease his wife and 
that the dower right, having become an accrued interest, may then be 
asserted. In such case the vendee has no defense to an action for assignment 


® Hickox v. Greenwood, 94 Ill. 266 (1880). 

% Paulsen v. Manske, 126 Ill. 72, 18 N. E. 275 (1888); Henderson v. Connelly, 
123 Ill. 98, 14 N. E. 1 (1887). 
7 93 Ill. 93 (1879). 
% 272 Ill. App. 414 (1st Dist. 1933). 
* ILL. REV. STAT., c. 3, § 174 (1947). 
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of dower, and his only recourse would appear to be a suit based upon a 
breach of the covenants of warranty.*° 

A wife who has not joined in the contract and who refuses to sign 
the deed may lose her dower interest in any one of several ways. For 
example, the vendor may leave a will which makes no provision for dower, 
in which event the wife will forfeit her dower interest by failing to re- 
nounce the will.*t Likewise she may be barred from asserting any claim 
for dower if the vendor has obtained a divorce for her fault.‘ Also she may 
lose her dower interest by failure to perfect her claim in apt time after the 
vendor's death.* 

The wife who refuses to release her inchoate dower interest cannot 
be compelled to accept the cash value of her interest, and where she has not 
joined in the contract, the Court will refuse specific performance with 
compensation for her interest. The leading case in Illinois is Cowan v. 
Kane,** where the vendor filed suit asking for cancellation of the contract. 
A cross bill was filed by the vendee praying specific performance. The 
lower court granted the prayer of the cross bill and decreed specific per- 
formance. The decree provided that if the vendor’s wife refused to join in 
the conveyance, the master should determine the value of her dower interest 
in order that she might be paid from the balance of the purchase price. 
The Supreme Court reversed the decree, saying: 


“Cowan has a wife having an inchoate right of dower, and such 
a right is an encumbrance within the terms of a general warranty 
deed. . . . When a party has contracted for a title free from encum- 
brance he is not required to accept a deed subject to an inchoate right 
of dower, but if he is willing to accept a part performance he may do 
so, and the seller will not be permitted to take advantage of a defect 
in his title. The purchaser is entitled, in equity, to such a deed as the 
seller can give, with a proportionate abatement of the price if the 
amount of the deduction can be ascertained. That question, how- 
ever, can never be referred to a master in chancery for his determina- 
tion. That would be the exercise of judicial power, which a chancellor 
cannot confer upon a master in chancery. . . . 

“But in ordering the specific performance of a contract for the 
sale of land which does not fix a sum as liquidated damages for the 
failure of the wife to join in the deed, the chancellor has no power to 
provide for a deduction from the purchase money of any sum as the 
value of the inchoate right.”’ 


The Cowan case was followed in Pearson v. Adams,*® where the 
Court held that Section 38 of the Probate Act, relating to extinguishment 
of dower interests in certain cases, did not change the rule laid down in the 


“ Ebert v. Arends, 190 Ill. 221, 60 N. E. 211 (1901). 
“ILL. REV. STAT., c. 3, § 172 (1947). 
“ILL. REV. STAT., c. 3, § 173 (1947). 
“ILL. REV. STAT., c. 3, § 176 (1947). 
“211 Ill. 572, 574-76, 71 N. E. 1097, 1098 (1904). 
“394 Ill. 391, 68 N. E.2d 777 (1946). 
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Cowan case. The vendee may, of course, have specific performance if he is 
willing to pay the full purchase price and accept a conveyance without the 
wife’s signature since the vendor will not be permitted to plead defects in 
his title in defense of such an action.*® : 

Where the wife of the vendor has not joined in the contract but the 
vendor is able, within the time limited in the agreement, to convey free of 
dower and homestead, no reason is seen why the vendor may not have 
specific performance against the vendee. Thus it would seem that a vendor 
who has obtained a final decree for divorce, for his wife’s fault, before the 
time fixed for the conveyance could have specific performance upon tender 
of a deed signed only by himself. No case has been found deciding this 
precise question, but in a very recent case #7 our Supreme Court held that 
where a vendee refused to accept a deed signed by the vendor alone, the 
vendor’s wife not having signed the contract and having refused to join in 
the deed, the vendee was not entitled to specific performance, although the 
vendor and his wife were divorced after the contract was executed and 
before suit was brought, and the divorce decree adjudged that neither party 
had or should have any rights in the property of the other. In Kuehnle v. 
Augustin,**® the Court held that a vendor whose wife had not signed the 
contract may have specific performance, conditioned on. tendering a deed 
executed by himself and his wife. The Court pointed out that the decree 
did not purport to require the spouse to join in the conveyance but merely 
provided that the vendor should have specific performance upon tendering 
a deed releasing the spouse’s interest. 


PERSONS FOR WHOSE BENEFIT RESTRICTIVE 
COVENANTS HAVE BEEN IMPOSED UPON 
THE LAND 


The increasing use and importance of restrictive covenants in the sale 
of real estate over the past quarter-century is evidenced by the tremendous 
increase in the number of cases involving such covenants which have been 
decided by courts of last resort during that period. Doubtless this has been 
brought about by the rapid increase of urban populations and the conse- 
quent demand for new additions and subdivisions protected against uses 
which would lessen the desirability of the property for residential pur- 
poses. Also with the rapid growth of our cities, we have seen business 
areas expand into territories formerly exclusively residential in character 
and the consequent demand that restrictive covenants theretofore placed 


“ Rost v. Kremin, 308 Ill. 79, 139 N. E. 111 (1923). 
“ White v. Lang, 401 Ill. 219, 81 N. E.2d 897 (1948). 
“333 Ill. 31, 164 N. E. 194 (1928). 
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upon such territory be abrogated. While our Court has frequently made 
such statements as in Boylston v. Holmes *° that ‘‘restrictive covenants of 
a character which hamper the free use of property are to be strictly con- 
strued against the restriction and all doubts should be resolved in favor of 
the reasonable use of the property,’’ nonetheless, most of the cases have 
held the covenants to be enforceable. A more accurate statement would 
appear to be that the courts will enforce restrictive covenants which are 
clearly stated and which are not unlawful or against public policy but will 
not extend such covenants to uses which are not clearly prohibited. Thus 
in Labadie v. Morris,®° the Court refused to extend a covenant against 
placing a stable within 125 feet of the front lot line to the building of a 
garage. 

Where the vendor of land imposes use restrictions upon it by way of 
covenant, and where such restrictions are for the benefit of adjoining land 
and are reasonably designed to accomplish that purpose, the courts will 
enforce the covenant on behalf of the owners of the adjoining land.*! This 
presupposes that the covenants are clearly made for the benefit of the 
adjoining land and are not merely personal covenants between the vendor 
and the vendee. It is not necessary that the vendee sign the conveyance in 
which the restrictive covenants appear in order to make them effective.** 
The reasoning of the courts in these cases is much the same as that which 
holds a grantee personally liable for a mortgage indebtedness where the deed 
contains an assumption clause. His acceptance of the deed binds him to its 
burdens as fully as would his signature. Moreover, the restrictive covenants 
are binding upon all subsequent owners who take with notice, actual or 
constructive, of the existence of the restrictions.** This appears to be based 
upon much the same theory as that in the cases which grant specific per- 
formance against a grantee of the vendor who takes with notice of an 
outstanding contract of sale. It is clear also from the cases that it is 
immaterial that the restrictions do not appear in the vendee’s deed if the 
covenants appear in any conveyance in the chain of title under which he 
claims.** 

The persons seeking to enforce a restrictive covenant by way of 
injunction proceedings need not show that the breach of the covenant 
would damage them. That question appears to be entirely immaterial. In 
Hartman v. Wells,®> the Court granted a mandatory injunction to remove 
structures which had been erected in violation of a building line covenant. 


” 276 Ill. 279, 285, 114. N. E. 522, 524 (1916). 

* 303 Til. 321, 135 N. E. 733. (1922). 

* Brandenburg v. Country Club Bld’g Corp., 332 Ill. 136, 163 N. E. 440 (1928). 

= Powell v. Powell, 335 Ill. 533, 167 N. E. 802 (1929), and cases cited. 

53 McGovern v. Brown, 317 Ill. 73, 147 N. E. 664 (1925). 

* Housing Authority v. Church of God, 401 Ill. 100, 81 N. E.2d 500 (1948); 
Dolan v. Brown, 338 Ill. 412, 170 N. E. 425 (1930). 
5 257 Ill. 167, 173, 100 N. E. 500, 502 (1913). 
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One of the defenses interposed was that the complainant would not be 
damaged by the breach of the covenant. The Court expressly held that 
the question of damage was immaterial and quoted with approval from 
Steward v. Winters © as follows: 
“He is not to be defeated, when the covenant is broken, by the 
opinion of any number of persons that the breach occasions him no 


substantial injury. He has his right to define the injury for himself, 
and the party contracting with him must abide by the definition.” 


Not infrequently restrictions are couched in language importing con- 
ditions subsequent, and these often give rise to troublesome questions. If 
the restrictions are actually conditions subsequent, it would seem that they 
cannot be enforced by adjoining owners since they have been imposed upon 
the land for the benefit of the grantor who originally created the conditions. 
In such a case it is believed that injunctive relief would not be granted to 
adjoining owners, the sole remedy being the right of the original grantor, 
or his heirs, to re-enter for breach of condition. No reason is apparent, 
however, why such restrictions could not be phrased both as covenants 
and as conditions subsequent and, indeed, that has often been done. In 
such a case doubtless the adjoining owners, for whose benefit the covenants 
were imposed, would be entitled to injunctive relief ‘to prevent breach 
of the covenants, at the same time preserving to the grantor who created 
the condition his right of re-entry for condition broken. Our Court has 
been extremely loath to construe such restrictions as being conditions subse- 
quent and has frequently refused to do so, even where such words as “‘on 
condition that’’ have been employed.*’ In determining whether the restric- 
tions are conditions or covenants only, the presence or absence of a re-entry 
clause is often the controlling factor.*® 

In Dolan v. Brown * it was urged, in defense of a suit for injunction, 
that a zoning ordinance which had been adopted by the city, after the 
imposition of restrictive covenants, superseded the covenants. In answer- 
ing that contention the Court said: 


“A valid restriction upon the use of real property, incorporated 
in the deeds by or under which the owners hold title and which in 
no way threatens or endangers the safety, health, comfort or general 
welfare of the community, is neither nullified nor superseded by the 
adoption or enactment of a zoning ordinance.” 


Many types of covenants, such as party wall agreements, covenants 
to fence, etc., and questions as to whether such covenants do or do not run 


® 4 Sandf. Ch. 587 (N. Y. 1847). 

*™ Newton v. Village of Glen Ellyn, 374 Ill. 50, 27 N. E.2d 821 (1940); Dodd v. 
Rotterman, 330 Ill. 362, 161 N. E. 756 (1928). 

5 Dunne v. Minsor, 312 Ill. 333, 143 N. E. 842 (1924); Koch v. Streuter, 232 
Ill. 594, 83 N. E. 1072 (1908). 
© 338 Ill. 412, 419, 170 N. E. 425, 428 (1930). 
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with the land present some interesting and varied problems. To enter into 
a detailed discussion of the cases involving such covenants would, how- 
ever, extend this discussion unduly. An excellent annotation of a number 
of such cases will be found in American Law Reports © to which the 
interested reader is referred. 

The right of persons, for whose benefit restrictive covenants have 
been imposed on the land, to enforce such covenants may be barred by 
laches or by the running of the statute of limitations. The right may also 
be lost in two other ways. If the person seeking to enforce such covenants 
has himself been guilty of their breach, he will be estopped from asserting 
his right as against others.*t Or the right of enforcement may be lost where 
the character of the neighborhood has changed so substantially since the 
imposition of the restrictions that their enforcement would be inequitable 
and would not benefit the person seeking to enforce the restrictions. In 
Ewertsen v. Gerstenberg,*? the Court refused an injunction to enjoin 
violation of covenants on this ground. The Court there said: 


“Equity will not, as a rule, enforce a restriction, where, by the 
acts of the grantor who imposed it or of those who derived title under 
him, the property, and that in the vicinage, has so changed in its 
character and environment and in the uses to which it may be put 
as to make it unfit or unprofitable for use if the restriction be enforced, 
or where to grant the relief would be a great hardship on the owner 
and of no benefit to the complainant, or where the complainant has 
waived or abandoned the restriction. . . .””’ 


In Cuneo v. Chicago Title & Trust Company, the suit was filed 
for the purpose of removing all restrictions originally imposed upon a 
subdivision. The evidence showed only one of the covenants to have been 
generally violated. The circuit court dismissed the complaint for want of 
equity, and the Supreme Court affirmed, saying: 

‘Abandonment or acquiescence in the violation of one restriction 
does not amount to the abandonment of other separate and distinct 
—" material and beneficial to the owners of lots affected by 
them. 


And in Drexel State Bank v. O’Donnell,®** the Court refused to remove 
a restriction against the erection of apartment buildings where the 
restriction had never been abandoned by the defendant and his property 
was still benefited by it, although the neighborhood had changed from 
one strictly residential in character to one composed almost exclusively of 
apartment buildings. 






© See Note, 41 A. L. R. 1363 (1926). 
* McGovern v. Brown, 317 Ill. 73, 147 N. E. 664 (1925). 
* 186 Ill. 344, 349-350, 57 N. E. 1051, 1053 (1900). 

* 337 Ill. 589, 597, 169 N. E. 760, 764 (1930). 

“344 Ill. 173, 176 N. E. 348 (1931). 
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The conclusion to be drawn from these cases would seem to be that 
the Court will not remove restrictions on the ground of change in character 
of the neighborhood without an extremely clear showing that the restric- 
tions imposed have been quite generally violated, and by reason of such 
general abandonment by owners of lots in a particular subdivision, the 
character of the neighborhood is changed to such an extent that the enforce- 
ment of the restrictions would no longer serve any useful purpose. 


CONCLUSION 


There is no pretense that the foregoing discussion of the rights of 
persons not parties to the contract is either complete in treatment or 
exhaustive as to research. Many questions are of necessity left unanswered, 
as, for example, rights outstanding in third persons arising by reason of 
fraud, forgery, duress, and incompetency, or the rights of creditors of a 
deceased owner whose heirs contract to sell and convey the property. In 
the main, however, these are title questions and, hence, not within the 
scope of this comment. In any event, a worthwhile discussion of such 
problems would extend this discourse beyond permissible limits and 
improperly encroach upon the space assigned to others. The same may be 
said in defense of the failure to include a thorough review of the cases. As 
indicated in the introduction, I have approached the various problems 
presented with a view to stimulating investigation, rather than with the 
thought of making positive assertions supported by reported cases. If 
what I have said tends to accomplish that result, it will have served its 


purpose. 











MERCHANTABILITY OF TITLE 







BY WALTER A. YODER* 







DEALING WITH A SUBJECT as broad as merchantability of title 
requires notice by the author of the limited scope within which the subject 
must necessarily be treated. The law of merchantable title is almost as 
vast as the field of law itself. It could well embrace the law of wills, future 
interests, contracts, infants and incompetents, tax titles, corporation law, 
and a host of other subjects. The purpose of this article is not to inquire 
into all of these ramifications, but rather to convey to the reader in a 
somewhat technical sense a general idea of the subject matter, so that in 
examining abstracts, he may know what to expect and be able to proceed 
more quickly into the specific and more unusual problems which present 
themselves in the particular abstract with which he is concerned. 
























HISTORICAL BACKGROUND 


The passage by the English Parliament of the Statute of Enrollments * 
represents the remote beginnings of the present day recording and registra- 
tion acts. This statute prohibited the passing of title to land by bargain 
and sale unless the conveyance was by deed indented and enrolled within six 
months in one of the courts at Westminster or in the county before certain 
public officers therein mentioned. 

As early as 1636 the Plymouth Colony required that conveyances 
be recorded. In the years that followed, recording and registration acts 
came into general use. For some years after they came into existence in 
the United States, purchasers were satisfied with the vendor’s ‘““Warrantee 
Deed.’’ However, because of the increased commercial activity and the 
multiplicity of documents upon which titles depended, there emerged the 
abstract of title. 

After the advent of the abstract of title, however, titles were either 
good or bad; there was no middle ground. No matter how doubtful a 
purchaser might prove the title to be, he was under obligation to take it 
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127 HENRY VIII, c. 16 (1535). 
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unless he could prove that it was absolutely bad. Through the years, 
however, the courts coined the expression ‘‘merchantable title’ to designate 
a title which was not perfect but was good enough that a purchaser would 
be obliged to accept it. 


DEFINITIONS 


Let us examine for ourselves the term ‘“‘abstract.’’ The English 
abstract was made up of the original unrecorded instruments and from 
family histories and pedigrees. The vendor’s attorney always prepared it. 
a The materials he used were those instruments filed away in his own law 
ie office. Consequently, the abstract covered only the data held by the 
attorney. Then came the recording system, and quite naturally the law 
offices, which for years had specialized in compilation of abstracts, became 
. the recognized abstracters because of their proficiency. 

3 The best definition of title is ownership. This being true, the abstract 
a of title is a record of ownership of real estate. Our Illinois Supreme Court 
has defined an abstract of title to be: 








“A summary or epitome of the facts relied on as evidence of 
title, and it must contain a note of all conveyances, transfers or other 
facts relied on as evidences of the claimant’s title, together with all 
such facts appearing of record as may impair the title.” ” 


A leading textwriter defines it as “‘A short methodically written or 
printed history of the title to a designated tract of land. It consists of a 
summary or epitome of the material parts of every recorded instrument of 
conveyance . . . together with a brief statement of all liens and encum- 
brances to which the same may be subjected.”’ ® 

Our appellate court in Curtis v. Hawley * has also expressed its defini- 
tion of an abstract by saying it “‘is commonly understood to mean a writing 
in which is set forth the chain of the record title, and containing all matters 
of record affecting the title, and necessary to be considered in determining 
in whom the record title was at the date of the abstract.”’ 

The term merchantable title has been variously defined by the courts. 
A merchantable title is one ‘“‘showing matters of record affecting the title, 
made by a person, firm, or corporation engaged in the business of making 
abstracts, in such form as is customary in making abstracts, as to pass 
current among persons buying and selling real estate and examining 
titles.”’ © 

















? Geithman v. Eichler, 265 Ill. 579, 587, 107 N. E. 180, 183 (1914); Attebery 
v. Blair, 244 Ill. 363, 91 N. E. 475 (1910). 

® THOMPSON, ABSTRACTS AND TITLES § 1 (2d ed. 1930). 

* 85 Ill. App. 429, 436 (1st Dist. 1899). 

5 Geithman v. Eichler, 265 Ill. 579, 584, 107 N. E. 180, 182 (1914); Attebery 
v. Blair, 244 Ill. 363, 91 N. E. 475 (1910); Harper v. Tidholm, 155 Ill. 370, 40 
N. E. 575 (1895); Heinsen v. Lamb, 117 Ill. 549, 7 N. E. 75 (1886). 
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Here is an excellent definition of marketable title: 


“Not merely a title valid in fact but a title that must be such as 
to make it reasonably certain that it will not be called in question in 
the future so as to subject the purchaser to the hazard of litigation 
with reference thereto and must be free from reasonable doubt as to 
any question of fact or law necessary to susta.n its validity. It must 
be . . . a title which can be sold to a reasonable purchaser or mort- 
gaged to a person of reasonable prudence, and which is not subject to 
such a doubt or cloud as will affect its market value.’’ ® 


The terms merchantable title and marketable title are synonymous, 
and there are a multitude of cases so holding.” Moreover, at the present 
time the term good title is synonymous with merchantable title when 
used in a contract.® 


A merchantable title does not mean a perfect title.* No purchaser has 
a right to a title free from every possible defect or suspicion—the require- 
ment for a perfect title—but a purchaser should receive a title which will 
pass current among persons buying and selling real estate and examining 
titles. 


THE ABSTRACT 


One of the requirements for a merchantable abstract is that it shall 
have been compiled by a reputable abstracter.1° The importance of this 
requirement cannot be overemphasized. The abstracter holds himself out 
as possessing special skill in his field, and the public is entitled to rely upon 
his ability. If he is not competent, there will be a resulting public loss. 
There are a number of states which require bonds to be filed for the 
protection of the property owner. 


The fact that anyone can compile an abstract from the public records 
does not mean that this task should be entrusted to a person without proper 
knowledge and experience. Persons engaged in the business of making 
abstracts of title occupy a relation of confidence toward those employing 
them which is second only to the lawyer-client relationship. The abstracter 
consults the evidences of ownership and becomes familiar with the chain 
and history of the title. He handles private title papers and becomes aware 
of whatever weaknesses or defects may exist in the legal proceedings 
through which the ownership of real property is secured. He should be 


°27 R.C.L. 490 (1920). 


™Hinton v. Martin, 151 Ark. 343, 236 S. W. 267 (1922); Bliss v. Schlund, 
123 Neb. 253, 242 N. W. 436 (1932); 66C. J. 861, note 75. 


*Deems v. Miller, 303 Ill. 240, 246, 135 N. E. 396, 398 (1922); Kincaid v. 
Dobrinski, 225 Ill. App. 85 (2d Dist. 1922). 


* Lamotte v. Steidinger, 266 Ill. 600, 107 N. E. 850 (1915). 
* Kennedy v. Wilbur, 335 Ill. 33, 166 N. E. 541 (1929). 
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held to a strict responsibility in the exercise of the trust and confidence 
which is necessarily reposed in him." 

Many counties in IIlinois recognize certain abstracters and reject others 
in their county rules for examination of titles.1? Other counties, however, 
have no such rules and any person, even without special qualifications, can 
prepare abstracts which will be generally accepted. It is doubtful if this 
situation leads to the best protection of the public interest. 

It has been said that a qualified abstracter should possess these quali- 
fications and assets: experience and training; organization and adequacy of 
records; a good system of abstracting titles; financial responsibility; and 
a good reputation in his community. 

The abstracter’s liability for error must result from a contract, either 
express or implied. Often by the time the error has been discovered and 
the person has actually suffered injury, the title has changed hands so that 
privity of contract between the injured party and the abstracter does not 
exist, or the statute of limitations has run. Unfortunately, the statute 
begins to run, not from the time of the discovery of the error, but instead 
from the date the abstract is furnished."* 

In some jurisdictions qualifications for conducting an abstract business 
have been specified by the legislature. g 

Every abstract should commence with a caption and end with a 
certificate. The caption should contain a clear and concise description of 
the property involved. This should not be a description which can be 
ascertained only by referring to another abstract but should be complete 
in itself. The date of commencement should appear in the caption and not 
be relegated to the final certificate alone. 

Following the caption the abstract must show the various legal docu- 
ments which make up the chain of title. The detail in which each docu- 
ment must be abstracted presents an interesting problem. The most com- 
mon instrument in the chain, the deed, furnishes an adequate example. In 
abstracting it, the abstracter should first disclose its form. It may be a 
warranty, quitclaim, officer's, or some other type of deed. The abstract 
of the deed must disclose not only the names of parties, recitals as to how 
they convey and take title, and the marital status of the grantors, but 
must also give the date of the instrument, signatures, seals, consideration, 
acknowledgment, and when and where recorded. Many of these items, if 
entirely regular, are adequately covered by the abstracter’s notation that, 
unless otherwise indicated, each instrument of conveyance is under seal and 
statutory in form, that the signatures are the same as the names appearing 
in the body of the instrument and the acknowledgment, and that dower 


™ Vallette v. Tedens, 122 Ill. 607, 14 N. E. 52 (1887). 
For example, RULES OF THE MCLEAN COUNTY BAR ASSOCIATION FOR THE 
EXAMINATION OF ABSTRACTS (1944). 
8 Garland v. Zebold, 98 Okla. 6, 223 Pac. 682 (1924); 37 C. J. 864, § 229. 
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is released and homestead exemption waived. A more terse statement is 
sometimes used to the effect that all instruments are regular in form unless 
otherwise noted. This makes possible the use of summarization in 
abstracts, the ideal to be sought for. 

Recitals which could in any way affect the conveyance should always 
be shown, and the provisions limiting, defining, or encumbering the title 
should always appear. 

When it appears that a death has occurred before the recording of a 
deed, that fact should be shown from the death certificate or by abstracting 
a short statement from the petition for administration or probate of the 
decedent’s will. The delivery of deeds has occasioned considerable litiga- 
tion, and the abstracter should set up the abstract so that the examiner has 
all possible facts regarding delivery where the instrument appears recorded 
at a date subsequent to the grantor’s death.’* 

In deeds of officers, whether public officers or trustees, executors, or 
administrators, the recitals as to what the officer has done should appear in 
the instrument as abstracted. 

Recitals of individuals in a conveyance as to certain facts are not 
admissible in evidence against anyone claiming title from a different source 
but may be treated as admissions binding the party making the recital and 
his heirs and assigns.?° 

In an abstract where long descriptions or lengthy instruments re- 
peatedly appear between the caption and the certificate, reference should 
be resorted to rather than reabstracting. For example, probate proceedings 
quite regularly appear in abstracts, and the will or some other instrument 
of considerable size may appear frequently in the same abstract. In such a 
case it is proper, not to set the instrument out each time, but after first 
showing it, thereafter to refer to it as being identical with the exhibit or 
instrument earlier appearing in the abstract. 

Every abstract concludes with a certificate. It must cover the records 
of the recorder’s office, the records of all courts of record within the par- 
ticular county, and all general and special tax records. It must be definite, 
and it must state the date from which it commences and the date to which 
the examination is carried. Naturally as to lands located in a county where 
judgments of the federal district court constitute liens, the failure to attach 
a certificate certifying as to such liens would make the title unmer- 
chantable.’* However, this can be, and often is, included within a single 
certificate. 

The Illinois Title Association, a statewide organization of abstracters, 
has adopted a uniform title certificate, which appears on the opposite page:?7 


* Newman v. Youngblood, 394 Ill. 617, 69 N. E.2d 309 (1946). 

** Godfrey v. Dixon Power Co., 247 Ill. 124, 93 N. E. 116 (1910). 
** Billick v. Davenport, 164 Iowa 105, 145 N. W. 470 (1914). 
Furnished for purpose of illustration by the Illinois Title Association. 
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UNIFORM CERTIFICATE 
ILLINOIS TITLE ASSOCIATION 


We have examined our indices to and the records of instruments 
recorded in the Recorder's Office of................000ccceceeeeteeees County, Illinois, 
the records of courts of record in said County for proceedings had therein, 
and the record of tax sales affecting the title to the premises described in 
the caption: hereto and centify Chat Gime: ii. <i<.iss0.ccecesesdess scvecctssssesteresesceeds 
there are: 

No instruments of record in said Recorder's Office, nor court pro- 
ceedings had in said courts, affecting the title to said premises, except as 
noted. 

No judgments nor transcripts of judgments of record in said County 
against, nor notices of revenue liens to or against 


unsatisfied of record, which are liens on said premises, except as noted. 

Note: We make no search for judgments or proceedings in United 
States courts: Tot Med 0. ........-005.0000ccecercsecess County, Illinois. 

No notices of claims for mechanics’ liens filed against said premises 
which remain unreleased of record, except as noted. 

No tax sales or forfeitures of said premises appearing of record 
which are not marked cancelled, paid or redeemed, except as noted. 

No special assessments against said premises confirmed by a court of 
record which now stand confirmed and in force and unpaid of record, 
except as noted. 

All instruments are regular in form and properly signed, sealed and 
acknowledged unless otherwise noted. 


This abstract of title consists of..................... PaWets d00s «<<: -20a3-:: 
entries, numbered............ > eee inclusive. 

WARNE A cba an eoncsoncdiewetaccesees Eee. Sve eiaen arc tae teen ieee County 
PU ROts, CHIC... ois icceecsecesses.s A Gli edat nscale Beat eeores ADIGE... 
Was o clock........... M 


ele  Cita a ac testes ics ee exscbbnehiiyilin<d rr trengiinie’ ete sess seh wrsrateny 


The certificate should be signed by the person making the abstract, 
or if a company, by a designated official of the company following the 
firm name. It is interesting to note that some courts have held that the 
liability of the abstracter will not be relieved by the mere failure to annex 
the certificate or sign it.'® 

The greatest problem for both abstracters and examiners is the com- 
pleteness of the abstract. By its very definition an abstract is not designed 
to be a copy of that from which it is taken but is rather a brief or synopsis 
of its material or distinctive portions.’® 


See Lea ate eT 


Seecmageraena erent 


18 Lee Lumber Co. v. Hetherwick Title Co., 160 La. 978, 107 So. 772 (1926). 
* Attebery v. Blair, 243 Ill. 363, 91 N. E. 475 (1910). 
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Again it has been said that an abstract should be ‘“‘so full that no 
reasonable inquiry shall remain unanswered, so brief that the mind of the 
reader shall not be distracted by irrelevant details, so methodical that 
counsel may form an opinion on each conveyance as he proceeds in his 
reading, and so clear that no new arrangement or dissection of the evidence 
may be required.” *° 
The following statement should put the abstracter more at ease when 
accused of being simply a copycat: 
“Just how full or minute a description of the instruments 
abstracted should be given is, to a considerable extent, a matter for 


the abstracter himself to decide, although in so far as he assumes to 
describe them he must see that the description is accurate.’’ ** 


In examining abstracts, court proceedings directly involving the real 
estate often appear. If the property is correctly described, the filing of the 
case will operate as lis pendens from the date of filing, provided service is 
had upon the owner of the property within six months thereafter.?? Often 
a competent abstracter could well eliminate from his abstract of the plead- 
ings those portions which cannot possibly affect the premises in question. 
Where actual service of process is had, it should be shown, and where sub- 
stituted service is had, likewise, there should be shown the affidavits, 
publication, and certificate of mailing upon which such service is predicated. 
An examiner should not be obliged to depend on decretal findings as to 
service when actual proof is available, since if actual process and the return 
thereon are in conflict, the actual service as disclosed on the process will 
control. 

The author once examined an abstract in which the title depended 
upon the validity of a foreclosure suit in a federal court, notice of which 
had been filed in the county in which the real estate was situated. The 
decree of foreclosure in the federal court recited that there was personal 
service on the mortgagors. However, the actual summons disclosed that 
it was returned without being served on one of the mortgagors. Where 
actual service can be shown, the transcript should contain it and the abstract 
should show it. 

Of course, this is of minor importance if all of the parties have 
appeared and submitted themselves to the jurisdiction of the court. In 
such a case, a brief statement of service is sufficient. 

However, where there was a decree finding jurisdiction, and another 
term had gone by and only the original defective summons could be found 
in the file, it was presumed on collateral attack that an alias summons had 


* Fagan v. Hook, 134 Iowa 381, 386, 105 N. W. 155, 157 (1905): 1 C.J.S. 
383, § 4. 
* Ibid. 
PILL. REV: STAT., ¢ 22,853" C1947). 
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been issued and duly served, then lost from the file, and the court’s juris- 
diction was upheld.** 

Many times an owner is made a party to litigation which does not 
involve his real estate, nor could it be involved thereby until judgment is 
obtained and the real estate then impressed with a lien. Under such circum- 
stances the title is not affected thereby until final adjudication, and in the 
meantime the defendant is free to convey, subject only to the institution 
of suits by creditors claiming that the conveyance is in fraud of their rights. 

Both examiners and abstracters frequently waste time with the pro- 
ceedings after a judicial sale has been made and approved. After the sale 
has been approved and the deed given, there is no need for either the ab- 
stracter or the examiner to worry about what happens to the proceeds. 
This observation does not take into account, however, the distribution of 
interests of persons only presumed to be dead, on which there will be later 
comment. 

As an example, consider the case where a person who is seized in fee 
of a one-half interest in land brings a partition suit against the owners of 
the other one-half interest. These other owners happen to be heirs of a 
deceased person whose estate is not yet settled. In such a case, the plaintiff's 
right to compel partition is absolute, and nothing can prevent the sale if 
the premises are not susceptible of actual partition and division. For that 
reason if jurisdiction is obtained over the other cotenants, the personal 
representative of the decedent’s estate is a party thereto, a sale is ordered, 
and the decree finds that the interest of the heirs is subject to the debts of 
the decedent, payable in the due course of administration, neither the ab- 
stracter nor the purchaser’s attorney need consider further the matter of 
distribution of the share passing to the decedent’s estate or the decedent's 
heirs. That problem has also been further simplified and protection given 
by the master’s bond on file. 

Of course, a different situation prevails where all of the cotenants are 
claiming through a decedent whose estate is unsettled, since in this case 
there is no absolute right to partition and all interests are subject to the 
right of the personal representative to compel the sale of the real estate for 
the payment of the decedent’s debts. Our Court has even gone so far as to 
say that a purchaser buying real estate for a valuable consideration under 
order of the probate court for sale of real estate to pay debts takes title sub- 
ject to a lien of the state inheritance tax.** 

At first blush, one might wonder how an inheritance tax could be 
assessable where there is a deficiency of personal property to pay debts. 


% Denk v. Field, 249 Ill. 424, 429, 94 N. E. 672, 674 (1911); Bradley v. 
Drone, 187 Ill. 175, 179, 180, 58 N. E. 304, 305 (1900); Matthews v. Hoff, 113 Ill. 
90 (1885); Mulvey v. Gibbons, 87 Ill. 367, 380 (1877); Turner v. Jenkins, 79 Ill. 
228 (1875); Miller v. Handy, 40 Ill. 448 (1866). 

* People v. Baldwin, 287 Ill. 87, 122 N. E. 148 (1919). 
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However, this can easily be true where the property being sold is not divis- 
ible, and the decedent’s estate is passing to collateral relatives or strangers 
by virtue of testamentary devise. 

Where there is a partition suit and one of the defendants is a person 
who has been absent so long that he can be presumed dead, it should be 
shown that the disposition of such person’s interests was accompanied by 
lawful safeguards to adequately protect him should he in fact be alive.’ In 
view of what is held in Eddy v. Eddy,*® an examiner would be obliged to 
declare a title unmerchantable if the person had disappeared and was pre- 
sumptively dead, and his share had been distributed to his closest known 
relatives without a protecting bond or the impounding of the proceeds 
which would be payable to such person if living. It is the author’s opinion 
that an examiner in such a case is not overmeticulous if in addition to the 
decree appearing on the abstract providing the necessary safeguard, he asks 
for the abstracter to show the bond given or the deposit of the funds with 
the designated official. 


ADVERSE POSSESSION AND LIMITATION STATUTES 


A discussion of the relationship of adverse possession and limitation 
statutes to merchantable title could well form the scope of an entire article. 


Before the advent of the recording systems, a good title was provable 
by any competent evidence. It was then possible to show good title by 
proving adverse possession if the proof was so clear that it was apparent 
that the status of the title could not be impaired. 

The Illinois twenty-year Statute of Limitations and the seven-year 
statute can be used as a defense or as grounds for affirmative action. As a 
defense, the statute may be used to prevent dispossession. As the basis of 
an affirmative action, it may be used to clear clouds and flaws from the 
plaintiff's title and to obtain a decree quieting the title and making it 
merchantable. Neither of these two statutes can in themselves make a 
title merchantable. They protect the party’s right of possession and make 
possible the pleading of the same in a court action. The operation of these 
statutes creates titles good in fact but not merchantable without a resort to 
court proceedings. 

The drafting of a proper quiet title proceeding is such an art that not 
every quiet title suit results in merchantable title. Recently the author 
examined a quiet title suit wherein it was alleged that a number of very 
prominent living persons could not be located and the usual publication 
was had against them and their heirs and devisees. Several other named 
persons who had estates of record in the county, and their heirs, likewise, 


* 302 Ill. 446, 134. N. E. 801 (1922). 
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were published against as unknown. Obviously nothing was accom- 
plished by this proceeding since a perfunctory inquiry does not comply with 
the provisions of the statute.*® 

Because of the work, expense, and checking required in quiet title 
suits where the title is good in fact, we find lawyers supplanting quiet title 
proceedings by the use of title guaranty policies. By the use of a policy in 
such a case, the purchaser is provided with assurance not provided by a 
certificate of title.27 When bar rules are enlarged, as will be hereinafter 
suggested, perhaps a rule should be included to the effect that to furnish a 
merchantable title under the rule, the vendor, in addition to furnishing a 
complete abstract of title brought down to date, might be permitted to 
furnish a title policy issued by a recognized company in an amount equal 
to the total consideration. This would eliminate expensive title corrections 
and, at the same time, would give the purchaser the adequate insurance he 
is entitled to in cases where the quiet title suit is necessary only because of 
some ancient defect. 

In the case of liens and mortgages, the running of the statutory period 
leaves the title unclouded without anything else being done. It is simply 
a matter of the expiration of the required time, whereupon the lien itself 
expires. ; 

Thanks to the efforts of the Section on Real Estate Law of the Illinois 
State Bar Association, the mortgage limitation statute is much more work- 
able and is kept up to date much better than was once the case. Now the 
lien of every mortgage or trust deed, the due date of which is stated on the 
face of the mortgage or trust deed or is ascertainable from the written terms 
thereof, which has not ceased by limitation before the effective date of the 
new act, ceases by limitation after the expiration of twenty years from 
the time the last payment became or becomes due, unless certain affirmative 
action has been taken to keep the lien alive for a longer period.”* 

This same section of the statute has gone even further in connection 
with relieving property from the lien of a mortgage where there is no due 
date upon its face. In that case, a thirty-year period has been established 
from the date of the instrument to determine the date on which the lien is 
relieved, unless certain affirmative action therein provided has been taken. 
It can be seen that this particular statute is progressive, moving forward 
automatically to relieve property from liens after the requisite period. 

There remains one more very interesting statute in Illinois, and one 
particularly popular with the title examiner. This is the seventy-five-year 
Statute of Limitations, which was adopted in July, 1941. It provides as 
follows: 


“No deed, will, estate, proof of heirship, plat, affidavit or other 
instrument or document, or any court proceeding, decree, order or 


*® Graham v. O’Connor, 350 Ill. 36, 182 N. E. 764 (1932). 
* Purcell v. Land Title Guarantee Co., 94 Mo. App. 5, 67 S. W. 726 (1902). 
ILL. REV. STAT., c. 83, § 11lb (1947). 
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judgment, or any agreement, written or unwritten, sealed or unsealed, 
or any fact, event, or statement, or any part or copy of any of the iS 
foregoing, relating to or affecting the title to real estate in the state of : 
Illinois, which happened, was administered, or was executed, dated, 

delivered, recorded or entered into more than seventy-five years prior 

to the effective date of this Act or such subsequent date as the same is 

offered, presented, urged, claimed, asserted, or appears against any 

person hereafter becoming interested in the title to any real estate, or 

to any agent or attorney thereof, shall adversely to the party or parties 

hereafter coming into possession of such real estate under claim or 

color of title or persons claiming under him or them, constitute notice, 

either actual or constructive of any right, title, interest, claim or de- 

mand in and to such real estate, or any part thereof, or be, or be con- 

sidered to be evidence or admissible in evidence or be held or urged to 

make any title unmarketable in part or in whole, or be required or 

allowed to be alleged or proved as a basis for any action at law or in 

equity, or any statutory proceeding affecting directly or indirectly 

the title to such real estate.’’ *° 


This statute allows a saving period at the time of its adoption for 
the filing of claims and also makes certain exceptions, for instance, as to 
the United States of America, the State of Illinois, or any other state or 
municipality or political subdivision, etc. 

The acceptance of this statute among Illinois lawyers has been most 
gratifying. Abstracts with a connected chain of title going back seventy- 
five years are being generally received as merchantable, even though there 
are earlier defects shown thereon. However, the use of this statute among 
examiners has not as yet relieved the vendor from the responsibility of 
furnishing an abstract of title from the United States down to date. 

A comparison of this statute with that of other states would indicate 
that it is quite conservative. Minnesota has an act which provides in sub- 
stance that all claims antedating a forty-year chain of title are barred, 
unless prescribed steps are taken to preserve them.*° Michigan also has a 
forty-year statute and in it such a title is defined as merchantable. The i 
act in Wisconsin is equally liberal. The acts of limitation are all drafted 
with the view of barring claimants whose rights find inception in the record 
evidence, unless steps to preserve these rights are taken. Minnesota, Illinois, 
and possibly Wisconsin use a limitation type of act as distinguished from 
the Ontario or Michigan type which defines merchantable title and cuts 
off claims.** 

The passage of these long-term statutes has saved examiners from 
the argument which was already shaping up among those who were trying 









* ILL. REV. STAT., c. 83, § 10a (1947). 
*® Minn. Laws 1947, c. 118, approved March 24, 1947. 


™ Axley, Title to Real Property, [1942] Wis. L. REV. 258-278, where the author 
contends the Wisconsin Act is not a statute of limitations because period of limitations does 
not begin to run when right of action accrues. 
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to make good title by ex parte affidavits of adverse possession. With the 
chain of title from the United States to the present ownership continually 
growing longer, attorneys were being ridiculed for knocking down straw 
men in quieting title against defects more than one hundred: years old. 
These statutes move forward each year, and with the passage of time, 
titles ripen into merchantability, just as they unfetter themselves from the 
liens and mortgages which have not been released of record. With the per- 
fection our recording systems have reached and the opening of avenues of 
information by all means of communication and travel, Illinois should 
give careful study to the statutes of other states and consider reducing her 
statute to at least a fifty-year period instead of the present seventy-five- 
year limitation. This will require careful study and certain rewording, but 
if assigned by the proper organization to a small committee of active 
attorneys and law teachers, it can be adequately worked out to the bene- 
fit both of the profession and the public. 


STATE AND COUNTY BAR RULES 


The quest for merchantable title has been greatly aided by the passage 
of uniform bar rules relating to the examination of abstracts. Some legal 
writers have overlooked the fact that Illinois was among the first to adopt 
statewide rules for abstract examination. 

On December 4, 1942, the Section on Real Estate Law of the Illinois 
State Bar Association unanimously approved the report of its Committee 
on Uniform Rules for Title Examination. These rules by reason of their 
popularity and general use are worthy of repetition: 


RULES FOR EXAMINATION OF ABSTRACTS 
I 


An attorney making an examination of title should raise objec- 
tions only to such matters as are substantial defects in the abstract of 
title, and should be prepared to show by legal authority that the 
matter complained of is of such character as would substantially affect 
the merchantability of the title and would interfere with the ability 
of the owner to readily dispose of the same. 


II 
Names which are idem sonans should be presumed identical in 
the absence of evidence to the contrary. 
Ill 


After the lapse of thirty years from the date of latest conveyance 
there should be a presumption of identity between the full first name 
and the first initial when the surnames are identical. 
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IV 


The provisions of Section 11, (11-A until repealed), 11-B as 
in force prior to Act approved July 16, 1941, all of Chapter 83 
(Limitations) of the Revised Statutes of the State of Illinois shall be 
given full effect. ~ 


Conveyances made more than sixty years ago in which the mari- 
tal status of the grantor is not disclosed shall be presumed to convey 
title free from dower. 

VI 


Discrepancies or variances in middle names and in middle initials 
shall be disregarded, unless it affirmatively appears that different per- 
sons are referred to. 

VI 


A deed from a person not an owner in the record chain of title 
is not notice to a subsequent purchaser and is not a cloud upon the 
title and may be ignored after ten years. 

St. John vs. Conger, 40 Ill., 535 (537); 

Dime Savings & Trust Co., vs. Knapp, 313 IIl., 377 (389). 


Vill 


Instruments which have been recorded thirty years shall be 
deemed ancient documents and should not be objected to because of 
defects in acknowledgments. 

IX 


Whenever a trust deed contains a prepayment option therein 
and appears released on a date on or after which said option to pre- 
pay might have been exercised, said release if otherwise sufficient shall 
be accepted, and examiners shall not require new releases in such cases 
because the release is executed before final maturity of the note or notes 
secured by such trust deed. 

Lennartz vs. Quilty, 191 IIl., 174; 

First Trust etc. vs. Hickok, 367 IIl., 144. 


X 


After a lapse of fifty years, recitals in deeds, Court proceedings 
or affidavits as to identity, heirship, marital conditions or intestacy 
should be taken as conclusive as to the matters that they purport to 
establish, even though defective in form or stating conclusions, unless 
there is affirmative evidence in the abstract to the contrary. 


XI 


Where there is a recital in a deed, Court proceedings or affidavit 
as to a person’s heirship, in the absence of evidence to the contrary, it 
will be presumed that the person died intestate. 


XII 


In estates where the decedent died more than fifty years ago but 
the names of the purported heirs are set forth in the petition for let- 
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ters of administration, it shall be presumed that all of the heirs of the 
decedent are named in the petition in the absence of notice to the con- 


trary. 
XIII 


In all conveyances after the expiration of twenty years from the 
date thereof, the description of a grantor as widower, widow, unmar- 
ried or single shall be considered sufficient evidence (nothing appear- 
ing of record to the contrary) that such grantor, had no living spouse 
from which such grantor had been divorced at the time of the execu- 
tion of the conveyance. 

XIV 


In addition to the other rules recommended, in subdivision of 
parts of, and additions to any city, town or village, where the plat of 
such subdivision or addition has been of record for more than fifty 
years and lots have been sold and conveyed with reference to said plat, 
when fully abstracted, title to such premises shall be accepted through 
the platting of such subdivision or addition. 


XV 


After ten years, where there has been no administration or defec- 
tive administration on the estate of a deceased owner, affidavits in 
proper form showing heirship, payment of debts, intestacy, and that 
there was no inheritance or estate tax or that the same was paid, 
should be accepted in lieu of such administration proceedings. 


XVI 
Failure to convey homestead estate after sixty years shall be dis- 
regarded. 
XVII 


Outstanding interests arising through tax deeds where there are 
no subsequent transfers of such interest less than fifty years old, shall 


be ignored. 
XVIII 


Reservation of right-of-way by a railroad company should be 
disregarded where abstractor notes that the right-of-way of said rail- 
road has not been laid over the land in question. 


XIX 


Affidavits shall show the affiant’s means of knowledge and affi- 
davits to support adverse possession shall describe the nature and kind 
of possession, and show that the owner had the open, notorious, ac- 
tual, visible, hostile or adverse, exclusive, uninterrupted and contin- 
uous possession of the real estate. An affiant may be deemed credible 
although interested. 


XX 


Where a decree or judgment affecting the title to premises has 
been entered over thirty years, the proceedings shall be presumed to 
be valid and binding, and it shall be presumed that all parties con- 
cerned had due notice although the record does not affirmatively show 
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that fact, and such proceedings shall be accepted as sufficient unless 
something affirmatively appears therein showing lack of jurisdiction 
of the parties or subject matter by the Court. 

Benefield vs. Albert, 132 IIl., 665; 

Nickran vs. Will, 161 Ill. 76. 


XXI 


Whenever a plat or portion thereof appears on an abstract no ob- 
jection shall be made because the premises which are a part of said plat 
are not located with reference to section lines if an examiner can locate 
the same by the use of a standard plat book. 


XXII 


Full weight shall be given to the seventy-five year limitation 
act, being Section 10-A of Chapter 83 of the 1941 Revised Statutes of 
Illinois, and when three years or less is required in any case to make 
the statute fully effective, an affidavit of adverse possession shall be 
accepted as making the title marketable as to all matters which might 
otherwise be considered as defects occurring more than seventy-five 
years ago unless there appears of record notice of actual rights about 
to be asserted. 

XXIII 


Where proceedings to sell real estate to pay debts appear upon 
an abstract and said proceedings were instituted before January 1, 
1940, no objection shall be raised because the spouses of the heirs of 
the decedent were not made parties thereto. 


It is interesting to note that the Committee in its report made the 
further statement that it was emphasizing the fact that the rules were 
recommended for application only when there was no affirmative evidence 
in the abstract that would refute their use, and the Committee further 
stated: 


“This report does not mean that these are the only rules for ex- 
amination which Counties may desire to use and it is recommended 
that other situations more local in nature be covered by County Rules, 
as it is not the purpose of this Committee to recommend any rules 
which it does not believe would be generally acceptable throughout 
the State.’’ *? 


The State Bar Rules had been preceded by rules in many counties, 
and the counties had served as the testing ground before the state rules 
were presented for adoption. The adoption of the state rules served as a 
stimulus for all counties to go forward, and many counties have liberalized 
these rules for their own use to fit local situations and added other rules 
for the same reason. 

On October 19, 1946, Colorado adopted forty-seven standards for 





™ These rules are in pamphlet form and can be procured from the secretary of the 
Illinois State Bar Association, National Bank Building, Springfield, Illinois. 
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statewide use; Kansas started out in 1941 with a set of rules and by 1946 
had adopted sixty-four standards; Iowa has in force a fine set of standards; 
Oklahoma, likewise, adopted a set of standards on October 31, 1947; and 
Connecticut and numerous other states likewise have standards. 

Certainly the use of standards will make it possible for attorneys to 
comply more easily with Rule No. I of the State Bar Association which in 
substance states that an attorney should raise objections only to such mat- 
ters as are substantial defects in the abstract of title. 

The State Bar Rules have proved popular wherever they have been 
used. Moreover, the lawyer’s traditional conservatism makes certain that 
there is little likelihood of any rule being adopted which will conflict with 
court decisions. 


CONCLUSIONS AND RECOMMENDATIONS 


Great improvement has been made in recent years, both in abstracting 
and in the examination of abstracts, but still greater strides must be taken. 

It is my sincere belief that there must be a redevelopment of the art of 
abstracting. Emphasis must be placed on the elimination of unnecessary 
copying where the same material can be covered by-reference to other mat- 
ters set forth in full in the abstract. It is essential also to eliminate im- 
material matters in the abstracting of court proceedings. As heretofore 
indicated, it is difficult to abstract properly unless one is skilled in the art. 
While the large abstract companies have lawyers within their organization 
sufficiently skilled so that some of the instruction can take place within 
the organization itself, it is unfortunately true that no statewide regula- 
tions require any particular qualifications for abstracters, and in some 
areas abstracts are prepared by persons without the requisite skill or train- 
ing. 

Some states already engage in the licensing and regulation of compan- 
ies and persons making abstracts. They have set forth examination re- 
quirements for abstracters to determine their proficiency before granting 
them licenses. In the interest of the public, there are also requirements that 
abstracters be bonded or carry reserves for liability satisfactory to the state 
licensing body. In my opinion, licensing and regulation, if properly and 
efficiently carried out, would be a step forward, making the work of the 
examining attorney easier, and would attain recognition for the art of 
abstracting generally throughout the state. 

Even more helpful than the licensing and regulation would be the 
establishment of a joint legislative committee, consisting of two real prop- 
erty professors from recognized law schools and three active practitioners, 
whose purpose would be to foster and promote needed real estate legisla- 
tion. This committee’s immediate attention should be given to legislation 
relating to the shortening of the limitation statutes. A careful study should 
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be made of the statutes of the other states which have been mentioned and 
the interpretations placed thereon by court decisions, if any. 

There is also some desire for, and the committee should give its atten- 
tion to, possible simplification of quiet title proceedings so that all parties 
could be brought into court with greater ease and less expense. 

Study should be given to possible curative legislation for the benefit 
of titles, aimed at curing many defects and aiding where there are recurring 
objections arising from a particular situation. A typical example is where 
an individual takes title as trustee. Under the old common law rule, it 
becomes necsesary when he conveys as trustee to explore the situation with 
reference to the trust. A number of states have statutory regulations which 
provide that the title passes free of the trust when reconveyed by the 
trustee, unless there is recorded evidence explaining the trusteeship which 
is of record prior to the date of the conveyance by the trustee. During the 
last depression when numerous titles were taken in the name of trustees in 
foreclosure proceedings and deeds were given in satisfaction of existing 
mortgage indebtedness, such legislation would have been very helpful in 
this state. 

As heretofore indicated, the present State Bar Rules should be ex- 
panded to cover additional subjects. The use of broader state bar regula- 
tions in other states indicates the feasibility of greater coverage than we 
now have. Before making new rules, a survey should be made throughout 
the counties as to all rules now in force. A questionnaire in which the 
various counties could indicate what additional rules were needed might 
be used. This could follow very much the same pattern as was used before 
the original rules in Illinois were adopted. 

Finally, encouragement should be given to some capable legal writer 
to undertake a text on merchantable title in Illinois with citations to sister 
states where Illinois law on a particular subject is not available. This 
should cover most of the title examiners’ problems. It should not be a book 
particularly for young lawyers, as that has been very well taken care of by 
a text now in use,** nor should it be Corpus Juris Secundum in size. It 
should be a one or two volume text which would be workable and which 
could be used as a ready reference by both lawyers and abstracters. 

The field of real estate law, if we are to prevent its socialization or 
administration by the government, must move forward with the times; 
it is this author’s sincere belief that if attention is given to the suggested 
recommendations, progress will continue in this field. 


*® WARD, ILLINOIS LAW OF TITLE EXAMINATION (1942). 
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BY LEIGH M. KAGY AND NORMAN R. WALKER * + 


IN DAYS OF OLD when as we are told in the old song, “Knights were 
bold and barons ruled the world,’’ the practice of conveyancing was accom- 
panied by far more glamour and human interest than at present. The huge 
parchment indenture with its wax seal? was colorful in and of itself. Liv- 
ery of seisin, with its ceremonial handing of ‘‘turf and twig” to the pur- 
chaser, had dramatic and impressive elements, not the least of which was 
the custom of soundly ‘‘birching’”’ two or three healthy boys of the vicinity 
so that they would remember the occasion throughout their lives in the 
event that their testimony was someday needed.? 

Alas, livery of seisin has been unnecessary by statute in Illinois for 
more than a century,® and the drafting of deeds is customarily left to our 
efficient and attractive secretaries.* In place and stead of the ancient color 
and ceremony, there is nowadays no more than the shouted command: 


*LEIGH M. KAGY. A.B. 1922, J.D. 1924, University of Illinois; 
member of the firm of Baker, Lesemann, Kagy and Wagner, East St. 
Louis, Illinots. ' 

NORMAN R. WALKER. B.S. 1941, J.D. 1943, University of Illinots; 
member of the firm of Connelly and Walker, Rock Island, Illinois. 


+ The sardonic humor behind the assignment of this topic to an East St. Louis 
lawyer may escape some readers. In East St. Louis the practice of real estate law as it is 
known in the rest of the state does not exist; abstracts are unknown and title in even the 
largest transactions is passed on a certificate (not a title guaranty policy) of one of the 
two abstract and title companies certifying that they have examined the title to the real 
estate in question and that according to the records and indexes thereto, the fee simple 
title to said real estate is fully vested in So and So, subject to indicated restrictions, liens, 
etc. 


+See the popular print ‘‘A Little Mortgage,’’ which hangs in many law offices and 
the corridors of many law schools. It was the practice of at least one English solicitor of 
the eighteen-sixties to spread out the huge conveyances of his time flatwise on the floor of 
his office and examine them in that position. HINE, CONFESSIONS OF AN UN-COMMON 
ATTORNEY 20 (3d ed. 1946). 

* The ceremony is entertainingly described in 3 HOLDSWORTH, HISTORY OF 
ENGLISH LAW 221 (3d ed. 1923), and in II POLLOCK AND MAITLAND, THE HISTORY 
OF ENGLISH LAW 85 (2d ed. 1923), and somewhat more prosaically in Harder v. 
Matthews, 309 Ill. 548, 556, 141 N. E. 442, 445 (1923). See 3 HARV. L. REV. 133 
(1889) for livery of seisin in Massachusetts and Connecticut. 

*Since 1827. Ill. Rev. Laws 1827, p. 95, now ILL. REV. STAT., c. 30, § 1 
(1947). 

* The committee of businessmen which includes General Jonathan M. Wainright has 
presented the following recommendation to business secretaries: ‘“‘Dress with decorum, not 
decollete. The boss wants to keep his mind on his work.’’ St. Louis Post-Dispatch, June 
29, 1949, p. 1A, col. 6. 
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‘Miss Blonde,® draw a warranty deed from John Smith and his wife— 
look up her name—to Will Jones. Here’s a description of the property— 
and get it out at once, they’re waiting.’’ Oh, these degenerate days! It is 
respectfully submitted that the path trodden during the past century has 
not necessarily been one of progress. 

Despite the enigmatic title of this article,® it is not our purpose to 
make this magazine a museum of legal antiquities. Any article on the 
aspects of a deed would be incomplete without a brief discussion of the 
fundamental requisites of a deed, although that discussion must necessar- 
ily be incomplete and also contain much that is elementary and of com- 
mon knowledge. 


FORMAL REQUISITES 


Writing 


In the days of livery of seisin, the fine art of writing was confined 
largely to the members of the clergy and the upper classes, and during that 
period no writing was necessary to convey an interest in real estate. In 
modern times illiteracy is the exception rather than the rule, and it is uni- 
versally the law today that for a transfer of real estate to be effective, there 
must be a writing. This was recognized in Illinois at a very early stage of 
the development of Illinois real estate law, and our Supreme Court has 
said that it was ‘‘familiar doctrine of the law, that the title to real estate 
can not be transferred by parol.’’? In a more recent case the Court reaf- 
firmed this doctrine and succinctly stated that “‘land is conveyed only by 
writing.” ® 


Signature 


In olden times when few could read or write, deeds were not signed 
but were effective upon sealing and delivery.2 When the art of writing 
became general, it became customary for the grantor to sign his name to 
the instrument. The custom has been codified with the result that now 
an unsigned deed is not valid.'° 


® Particularly in conveyancing, the prevalent but undignified custom of calling legal 
stenographers by their Christian names should be eschewed. 


* Protests have been received from scion societies of the Baker Street Irregulars that 
the title infringes on their peculiar province as devotees of the great Sherlock Holmes. 


™ Crowell v. Maughs, 7 Ill. 419, 423 (1845). 

® Higinbotham v. Blair, 308 Ill. 568, 571, 139 N. E. 909, 910 (1923). 

® Dundy v. Chambers, 23 Ill. 369, 371 (1860). 

ILL. REV. STAT., c. 30, § 1 (1947); Shipley v. Shipley, 274 Ill. 506, 512, 
155 N. E. 334, 335 (1916). 




















THE DEED 


Seal 


Although the importance of seals in the law has in large measure been 
diminished by statute or judicial decisions, it is still necessary that a deed 
conveying real estate be under seal." 

This subject has been recently discussed at length in this Law Forum 
in a note ?? whose purpose is stated to be to “‘challenge the Bar of Illinois 
to a consideration of the question of discarding the private seal.’’ This 
portion of the bar at least accepts the challenge. We have gone too far now 
on the road toward elimination of the color and drama in our conveyancing. 
A halt should be called, even though some portion, at least, of the old can- 
not be recaptured. 

Even though a seal is requisite, it is well settled that a deed not under 
seal or defectively sealed will bind the grantor, his heirs, and parties with 
notice.*? The courts have been liberal (too liberal, many of us think) in 
determining whether an instrument does in fact bear a seal. The letters 
“L. S.”” have been held to constitute a sufficient seal. Any scroll appearing 
on the deed constitutes an effective seal, and if the deed recites that it was 
sealed by the grantor, the grantor is presumed to have adopted any seal 
which appears thereon, including the seal of the notary public taking the 
acknowledgment.’** A recent statute validates afl deeds executed prior to 
1941 in which a seal was omitted.*® 


Words of Conveyance 


It is not necessary that a deed be in any particular form, but it is 
essential that apt words be used which operate to transfer presently the 
title to specific property from a grantor to a grantee.'® For example, the 
Court has held that an instrument executed by a sheriff reciting ‘‘that I 
have this day sold . . . the following described tract of land . . . and 
the said Olof Johnson and Samuel Remington are entitled to a deed for 
the premises so sold’’ was not operative as a deed of conveyance as it simply 
recited that the grantee was entitled to a conveyance.'” 


™% Shipley v. Shipley, 274 Ill. 506, 113 N. E. 906 (1916); Williams v. Williams, 
270 Ill. 552, 110 N. E. 876 (1915); Wilson v. Kruse, 270 Ill. 298, 110 N. E. 359 
(1915). 

™“ Faletti, Necessity and Effect of the Private Seal in Illinois, [1949] LAW FORUM 


Ese. 


Wilson v. Kruse, 270 Ill. 298, 110 N. E. 359 (1915). 

41 Ill. Laws 1941, p. 416, § 1; ILL. REV. STAT., c. 30, § 34a. (1947). 
% 1 Ill. Laws 1941, p. 416, § 1; ILL. REV. STAT., c. 30, § 34b (1947). 
%® Mould v. Rohm, 257 Ill. 436, 439, 100 N. E. 971, 972 (1913). 

* Johnson v. Bantock, 38 Ill. 112 (1865). 
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Grantor and Grantee 


It is an elementary rule of law that for a deed or grant to pass a present 
estate, there must be a grantor capable of making a valid conveyance 
and a grantee capable of receiving it.1* For this reason it has been held that 
a conveyance to the heirs of a living person is void for uncertainty.’° A 
deed in which the grantee’s name is left blank is void,”° and a deed in which 
the grantee was fictitious is void.2* A conveyance to an unincorporated 
association or a corporation to be organized in the future would seem to 
be void.” 


Consideration 


Although it is commonly believed that a deed is effective without 
consideration—and this view finds considerable support in the authorities— 
the decisions of the Illinois Supreme Court are in conflict. In Redmond v. 
Cass ** evidence was introduced in the trial court tending to show that no 
consideration was paid for certain deeds under which appellants claimed 
title. The deeds recited the payment of consideration, however, and the 
Supreme Court held that the introduction of this evidence was improper as 
the recital in the deeds could not be contradicted by parol for the purpose 
of making the deed void. The Court went on to say, however, that con- 
sideration is essential to a conveyance which is operative under the Statute 
of Uses since a use cannot be raised without a sufficient consideration. The 
Court further pointed out that a deed of bargain and sale, such as the deed 
involved in that case, is effective under the Statute of Uses and nothing will 
pass by such a deed without consideration. Blackstone and Sheppard’s 
Touchstone were cited as authority. 

This case has never been specifically discussed in later decisions. 
However, the Supreme Court has expressly held that a consideration is not 
essential to pass title to real estate. In a recent case the Court said that the 
grantor ‘‘had the right to convey his property without consideration if he 
should so elect.’’ ** And in Matanic v. Krajach ** it said: ‘“The owner of 
property may sell it for very little or give it away for nothing, if he desires, 
and the conveyance cannot afterward be set aside upon the ground of . . . 
want of consideration.”’ 


8 The problems with respect to the capacity of the grantor are discussed in WARD, 
ILLINOIS LAW OF TITLE EXAMINATION §§ 31-35 (1942). For the grantee, see Chance 
v. Kimbrell, 376 Ill. 615, 35 N. E.2d 48 (1941). 

* Legout v. Price, 318 Ill. 425, 149 N. E. 427 (1925). 

® Donnelly v. Dumanowski, 329 Ill. 482, 160 N. E. 759 (1928). 

™ Chance v. Kimbrell, 376 Ill. 615, 35 N. E.2d 48 (1941). 

* Johnson v. Northern Trust Co., 265 Ill. 263, 106 N. E. 814 (1915); WARD, 
op. cit. supra note 19, § 63; 2 GRIGSBY, ILLINOIS REAL PROPERTY § 713 (1948). 
226 Ill. 120, 126, 80 N. E. 708, 710 (1907). 

* Byron v. Byron, 391 Ill. 256, 259, 62 N. E.2d 790, 792 (1945). 
5 392 Ill. 547, 554, 64 N. E.2d 885, 889 (1946). 
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Perhaps the explanation of the apparent inconsistency between the 
Cass case and the later cases lies in the fact that in the later cases a consider- 
ation was recited in the deeds and the Court did not permit proof of want 
of consideration. We believe, however, that the thorough real estate prac- 
titioner will always insist upon an actual consideration being paid for every 
deed which he prepares to eliminate any possible contention that the deed 
was void for want of consideration. In any event, there should always be 
a recital of consideration which is probably effective to preclude the grantor 
from later contending that there was in fact no consideration. If none was 
in fact paid, and the deed recites none, we believe that the way is still open 
under the Cass case for the grantor to contend that the deed was void for 
want of consideration. 


Acknowledgment 


In this state a deed is valid as between the parties to it without being 
acknowledged.** Prior to 1941, however, a deed was not effective to re- 
lease homestead unless it was acknowledged and unless the certificate of 
acknowledgment included a release and waiver of the right of homestead. 
In that year the statute was amended so that while the deed itself in order 
to release homestead must contain a clause releasing and waiving the right 
of homestead, no such release need be included in the certificate of acknowl- 
edgment.?7 The statute has not been passed upon by the Supreme Court, 
however, and careful practitioners will still include a release of homestead 
in the certificate of acknowledgment. It can certainly do no harm and 
obviates any possible question as to the validity or interpretation of the 
statute. 


Delivery 


It is fundamental that a deed is not effective until delivered.2* The 
difficulty lies in determining when a deed is delivered. This is almost en- 
tirely a question of the intention of the grantor.” It is not essential that 
there be an actual manual transfer of the instrument; on the other hand, 
even though there be a manual transfer, there may not be sufficient delivery 
if the transfer was obtained by fraud or was made without intent to de- 
liver the deed.*° The fact that the deed is acknowledged tends to prove that 
it was delivered. If the deed is in the possession of the grantee, delivery is 
presumed; while if it is in the possession of the grantor, it is presumed 


* Roane v. Baker, 120 Ill. 308, 11 N. E. 246 (1887). 

7 Ill. Laws 1941, p. 416, § 1; ILL. REV. STAT., c. 30, § 26 (1947). 

*% Creighton v. Elgin, 387 Ill. 592, 56 N. E.2d 825 (1945); Rothenberg v. 
Rothenberg, 378 Ill. 242, 38 N. E.2d 13 (1941); McClugage v. Taylor, 352 Il. 
550, 186 N. E. 145 (1933). 

® Dunn v. Heasley, 375 Ill. 43, 30 N. E. 2d 628 (1940); Stanford v. Stanford, 
371 Ill. 211, 20 N. E.2d 275 (1939). 
® Rothenberg v. Rothenberg, 378 Ill. 242, 38 N. E.2d 13 (1941). 
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that there has been no delivery. In the first instance, the burden is on the 
grantor to disprove delivery, and in the second, the burden is on the 
grantee to prove delivery.™ 

The question of whether delivery to an escrow agent is sufficient de- 
livery is outside the scope of this article and has been adequately covered 
in another article appearing in this issue.** 

Several recent cases illustrate the problems in this field. In Dunn v. 
Heasley ** the grantor, who was ill and feeble, and his wife drove to an 
adjoining town where the deed, which gave the wife a life estate subject 
to termination in the event of her remarriage, was signed and acknowledged. 
When they reached home, the grantor handed the deed to his wife, and she 
put it in a trunk containing some of the grantor’s belongings. The next day 
she gave the deed to him, he read it over and returned it to her. The Court 
held that under these circumstances there was a sufficient delivery. 

In Stanford v. Stanford ** the grantor had six deeds prepared which 
were duly executed and acknowledged. He placed the deeds in a sealed 
envelope and gave them to one of his sons, telling him only that the en- 
velope contained papers which plaintiff was to keep until the grantor and 
his wife had died. After the grantor’s death, plaintiff opened the envelope 
and found the deeds. He did not deliver them to the grantees but delivered 
them to an attorney. Subsequently, without plaintiff's consent, the deeds 
were placed of record. The Court held, three justices dissenting, that the 
deeds were invalid to convey title because of failure of delivery, since it 
appeared that the grantor’s intent vas not to make a present delivery, but 
to make a testamentary disposition of his property. 

In Rothenburg v. Rothenburg * the grantee obtained possession of 
the deed under the representation that he was going to take it to the 
grantor’s attorney for the purpose of obtaining his opinion as to whether 
the deed sufficiently reserved a life estate in the grantor but instead immedi- 
ately placed the deed of record. It was held that under these circumstances, 
the possession of the deed was obtained by fraud and that there was, there- 
fore, no valid delivery. 


Acceptance 


While ordinarily acceptance of a deed is presumed, and no question 
arises as to whether there was acceptance, it is, nevertheless, the rule that 
where there is no acceptance, title does not pass. Where a deed imposes 
obligations or restrictions on a grantee, acceptance is not presumed and 
must be proved.** 


* Dunn v. Heasley, 375 Ill. 43, 30 N. E.2d 628 (1940). 
® Mann, Escrows—Their Use and Value, supra p. 398. 

% 375 Ill. 43, 30 N. E.2d 628 (1940). 

371 Ill, 211, 20 N. E.2d 275 (1939). 

% 378 Ill. 242, 38 N. E.2d 13 (1941). 

* Seibert v. Seibert, 379 Ill. 470, 41 N. E.2d 544 (1942). 
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Attesting Witnesses 


Attesting witnesses to a conveyance served a useful purpose in the 
days of livery of seisin, and their use continued after the art of writing 
became common. But as always in our legal history, judges developed 
burdensome rules that when the execution of a deed was in issue, the 
subscribing witnesses must be called first or their absence accounted for 
before other witnesses could be heard. Such rules were never part of Illinois 
law. 

In an early case ** our Supreme Court said: “‘Our statute has not 
required attesting witnesses, . . . nor are we aware that under the com- 
mon law, any court has ever so held.’’ This is, of course, the rule today, 
and it is not necessary or, we think, desirable to have attesting witnesses 
to a deed. 


Description 


The importance of a correct legal description of the property conveyed 
cannot be overemphasized. The careful real estate lawyer will pay par- 
ticular attention to the accuracy of the description, for an erroneous one 
can thwart the intention of the parties and cause no end of difficulties for 
the client and embarrassment for the attorney. Literally hundreds of cases 
have been decided by the courts dealing with this subject, which the scope 
of this article will not permit us to review. Mention should be made of a 
few general rules which every careful attorney will follow. In describing 
property by metes and bounds, one should always be certain that the start- 
ing point of the description is definitely located and that the description 
includes the tract sought to be conveyed. If the starting point is not suffi- 
ciently described or the description does not close, the description may be 
held void for uncertainty. In describing property which has been sub- 
divided, it is, of course, important to be certain that the correct subdivision 
name, block number, and lot number are given. Reference to a plat of the 
property will generally give the attorney the correct description. When 
dealing with property which has not been subdivided or with platted 
property where the tract conveyed comprises fractional parts of several lots, 
it is well to have a survey made and to check the description with the 
surveyor. ~ 

While the courts have been extremely liberal in attempting to ascer- 
tain the parties’ intention where a description in a deed is vague and have 
in some cases gone to rather extreme lengths to determine this intention by 
parol evidence, it is not wise to depend upon this liberality, for even though 
a vague description might be eventually construed in accordance with the 
intention of the parties, it would very likely be only after litigation, 
lengthy and costly to the client and damaging to the reputation of the 
attorney whose carelessness brought it about. 


%* Dundy v. Chambers, 23 Ill. 369, 372 (1860). 
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If the contract for sale has been properly drawn in accord with the 
recommendations of Mr. Ward's article, “The Contract—Its Content and 
Significance,’’ ** little difficulty will be experienced by the practitioner in 
drafting a valid and effective instrument of conveyance, for after all, we 
have the authority of the Illinois Supreme Court for the proposition that 
the only requisites of a deed are ‘that there be a grantor, a grantee and a 
thing granted.”’ * 

It is always difficult to write briefly about any phase of real estate law 
which combines the delights of antiquarian lore with the necessity of 
supplying practical, up-to-the-minute solutions for the immediate needs 
of the client. The authors have found it so, and the rest of their article 
must reluctantly be somewhat curtailed. 


TYPES OF DEEDS 


Warranty Deeds 


The warranty deed in almost universal use in Illinois is the statutory 
form prescribed by Section 9 of the Conveyances Act,*° and the common 
law deed with express covenants of warranty is rarely, if ever, used. The 
statutory form of warranty deed is deemed to include covenants of seisin, 
of good right to convey, against encumbrances, and of warranty. 


The covenants of seisin and right to convey are personal and do not 
run with the land. If broken at all, they are broken when the deed is 
delivered.*? The covenants against encumbrances, of warranty, and of 
quiet enjoyment are covenants that run with the land. However, before 
there is a breach of the covenants of warranty and quiet enjoyment, there 
must be an actual eviction or something equivalent to an eviction.** The 
mere existence of a paramount legal title which has never been asserted 
will not amount to a breach of the covenants.** 


Statutory form deeds came into use in this state about the time of the 
Constitution of 1870.*° Laymen generally and, indeed, some lawyers are 
ignorant of the warranties included in the statutory form deed. Whether 
we have been wise in encouraging the use of deeds which conceal the extent 
of the warranties they carry seems doubtful. In drawing contracts we are 


8 Supra p. 373. 
® Deslauriers v. Senesac, 331 Ill. 437, 440, 163 N. E. 327, 328 (1928). 
“ILL. REV. STAT., c. 30, § 8 (1947). 
“ Tallman v. Eastern Illinois 8 Peoria R. R. Co., 379 Ill. 441, 444, 41 N. E.2d 
537, 539 (1942): 
“ Firebaugh v. Wittenberg, 309 Ill. 536, 543, 141 N. E. 379, 381 (1923). 
* Jones v. Warner, 81 Ill. 343 (1876). 
“ Scott v. Kirkendall, 88 Ill. 465 (1878). 
“ILL. REV. STAT., c. 30, §§ 9, 10, and 11 (1874). 
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taught to make every term clear and explicit without hidden meanings or 
reservations. Can we justify a different standard for conveyances? 


By express statutory provision, a warranty deed or any deed pur- 
porting to convey an estate in fee simple absolute shall be sufficient to pass 
after-acquired titles.*° This is the rule of the common law in the absence 
of statute. The after-acquired title will inure by way of estoppel to the 
benefit of the grantee and his privies.* 


This principle finds an important application with respect to future 
estates, such as contingent remainders ** and possibilities of reverter,*® but 
is not confined to them. A grantor who conveys a fee even though com- 
plete title is not in him and who later acquires title will find that his deed 
operates to convey the subsequently acquired title.°° A deed made by him 
to another after he acquires title will convey nothing and will not even 
give color of title.® 


At common law neither the words ‘‘convey and warrant” or ‘grant, 
bargain, and sell’’ implied any covenants. These were implied only from 
the use of the words “do” or “‘dedi’’ (give or grant), a practice which grew 
out of the feudal system." 


In an effort to avoid the effect of the warranties arising from the use 
of the statutory words ‘‘convey and warrant’ and “grant, bargain, and 
sell” °° much ingenuity has been expended, particularly by resourceful 
metropolitan practitioners. Two of the most favored combinations appear 
to be ‘‘convey and remise” and ‘“‘alien and convey.’”” When these combi- 
nations of words are used, or any combination other than the statutory 
form, care must be taken to include formal convenants of warranty 
adequate to protect the client. 


Quitclaim Deeds 


A quitclaim deed is, of course, as sufficient to convey title presently 
owned as a warranty deed.** A statutory form of quitclaim deed is in 
common use in Illinois but is not effective to convey after-acquired title 
unless words are added expressing the intention to do so. 


The existence of two forms of statutory deeds, one carrying wide 
reaching consequences which the other does not, is often a snare and 


“ILL. REV. STAT., c. 30, § 6 (1947). 

“ Way v. Roth, 159 Ill. 162, 168, 42 N. E. 321, 322 (1895). 

* Golladay v. Knock, 235 Ill. 412, 85 N. E. 649 (1908). 

* Pure Oil Co. v. Miller-McFarland Co., 376 Ill. 486, 34 N. E.2d 854 (1941). 
© Smith v. Carroll, 286 Ill. 137, 121 N. E. 254 (1918). 

* Guertin v. Mombleau, 144 Ill. 32, 33 N. E. 49 (1893). 

= Wheeler v. County of Wayne, 132 Ill. 599, 605, 24 N. E. 625, 626 (1890). 
Ill. Laws 1871-72, p. 282, ILL. REV. STAT., c. 30, §§ 7 and 8 (1947). 

™ Keen v. C. C. C. and St. L. Ry. Co., 392 Ill. 362, 64 N. E.2d 499 (1946). 
SILL. REV. STAT., c. 30, § 9 (1947). 
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delusion to the unwary and ignorant. Either outright repeal of all sections 
of the statute prescribing forms of deeds and a return to the form of deed of 
conveyance in use prior to 1870 or the enactment of a statute prescribing 
a single form of deed should be given consideration. Outright abolition of 
statutory form deeds would restore the practice under which every deed set 
out specifically the covenants which it carried, so that all might see and 
know. If that step is deemed too radical (or conservative), provision 
should be made for a single form of deed which should be deemed to include 
the customary covenants, as is done by the English Law of Property Act 
of 1925.°° 


Other Types of Deeds 


Official deeds are frequently encountered in a chain of title and always 
should put an examiner on guard. The rules respecting judicial sales must 
be constantly borne in mind, and close attention must be paid to statutes 
which prescribe the form and content and define the rights of parties under 
such deeds. 

Among these statutes to which reference may be made is that which 
provides that in deeds made by masters in chancery, sheriffs, and other 
officers under and by virtue of a judgment, order, proceeding, or decree of 
a court, it is unnecessary to copy such judgment, order, proceeding or 
decree in the deed but is sufficient to refer to it by title, name of the court, 
and the date or term.” 

Another statute relating to sheriffs provides that a sheriff's deed issued 
pursuant to a judgment sale is effective to convey all of the title, estate, and 
interest of the judgment debtor and shall not be construed to contain any 
covenant on the part of the officer executing the deed.** In examining titles 
which depend upon an officer’s deed, it is well to bear in mind the statutory 
provision that such a deed or certified copy thereof is prima facie evidence 
that the provisions of the law in relation to the sale of the property for 
which it was given were complied with.” 

However, unless the record of the judgment or decree or of the execu- 
tion or levy has been lost or destroyed, such deed or copy is not evidence 
of the fact that a judgment was duly obtained. In Reed v. Ohio and 
Mississippi Ry. Co.® the Court said: ‘The deed is evidence of the regu- 
larity of the sale, but not of the prior proceedings authorizing it.’”’ In 
general, however, with respect to officers’ deeds, caveat emptor has full 
sway. 

“Bargain and sale’’ deeds were formerly in general use in Illinois as 
well as in the other states before they were superseded by the statutory 


15 & 16 GEO. V., c. 20, pt. II, § 206 and Fifth Schedule thereto (1925). 
ILL. REV. STAT., c. 30, § 11 (1947). 

* ILL. REV. STAT., c. 77, § 35 (1947). 

"Id. § 36. 

© 126 Ill. 48, 51, 17 N. E. 807, 808 (1888). 
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form deeds.** They still ‘crop up’ occasionally, but space forbids a 
discussion of the ancient learning pertaining to such deeds. 


RECITALS 


The proper use and function of recitals does not appear to be fully 
understood by the profession. Recitals in a conveyance constitute a useful 
tool. Modern decisions, arising out of the litigation which followed the 
discovery of the great oil pools in Southern Illinois, have recognized and 
accorded full weight and effect to recitals in deeds. It will not be out of 
place here to acknowledge the debt the profession owes to the oil industry 
for having thus indirectly, and certainly without intent to do so, furnished 
modern precedents for so many fundamental doctrines of real estate law. 

Recitals of fact appearing in a deed are binding upon the grantee and 
after recording upon all persons claiming through the grantee. A recent 
case ** reannounced the rule in broad terms: 


“The rule is firmly established that the grantee in a deed is 
estopped to deny the recitals therein, and after the deed is duly placed 
of record all persons claiming through the grantee are likewise 
estopped.” ‘ 


The careful scrivener who needs to establish and ‘‘nail down’’ some 
fact of importance in the chain of title, which is not otherwise of record, 
will draw the instrument to include a clear, definite, and precise statement 
of the facts he wishes to establish. If he has done his job properly, the fact 
will thereby be established against the grantee and all persons claiming by, 
through, or under him. 

Certain limitations and restrictions should be noticed. The recital 
must be one of fact. We are thus involved in the troublesome distinction 
between “‘fact’’ and ‘“‘conclusion,’’ ** which has caused title examiners to 
become old men before their time. 

The doctrine of recitals, or more properly of estoppel by recitals, has 
a prospective rather than retrospective operation. It operates in the future 
and not in the past. That is, it affects the grantee and his transferees. 
Recitals will not bind a former owner. 

Enough has been said to remind the title examiner that he should 
note and study carefully all recitals in instruments which appear in the 
chain of title. Scriveners should, of course, exercise care and discretion in 
drafting recitals which may later rise up to plague them or their clients. 


“ 4 TIFFANY, THE LAW OF REAL PROPERTY § 958 (3d ed. 1939). 

* Hartwick v. Heberling, 364 Ill. 523, 4 N. E.2d 965 (1936). 

* Wiley v. Lamprecht, 400 Ill. 587, 592, 81 N. E.2d 459, 462 (1948). 

“Ewing v. Plummer, 308 Ill. 585, 591, 140 N. E. 42, 44 (1923); Cook, 
“Facts” and ‘‘Statement of Facts,’’ 4 UNIV. OF CHI. L. REV. 233 (1937). 
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REPUGNANCY 


The common law rule was that if the habendum clause cut down the 
estate given by the granting clause, the granting clause prevailed. This 
rule is commonly referred to as the doctrine of repugnancy. Not so many 
years ago, most of us thought that so far as statutory form deeds were 
concerned, the doctrine was dead and gave us no cause for concern. Our 
Supreme Court had held in the leading case of Bauman v. Stollar * that 
the rule did not apply to warranty deeds in the statutory form. In that 
case after reviewing the authorities, the Court held that Section 13 of the 
Conveyances Act required that every word used in a conveyance, no matter 
what its position in the instrument, should be given weight in construing 
the instrument and said: 

“The doctrine by which words in some part of a deed following 
the premises, which apparently cut down or reduce the estate conveyed 
by the words of grant, shall be disregarded as repugnant to the words 


of conveyance, has no application where the granting words are not 
such as would at common law convey an estate of inheritance.” 


This rule was reaffirmed in the very recent case of Smith v. Grubb. 

As to deeds which contain common law words of inheritance, the 
rule of repugnancy is in full force.*? There are more deeds of this character 
than one would suspect and many of them come before our highest courts. 
Hartwick v. Heberling * involved an old ‘‘bargain and sale’ deed, which 
was in common use before statutory form deeds were authorized. As it 
contained words of inheritance, the Court properly considered the doctrine 
of repugnancy and held that where there are two repugnant clauses in a 
deed, the first of the two clauses will control. 

Next came Law v. Kane.*® The deed in that case was in statutory 
form without words of inheritance. Nevertheless, we find in the Court's 
opinion a discussion of repugnancy and the disturbing statement that 
‘“‘where there are two irreconcilably repugnant clauses in a deed the first of 
the two clauses will control,’’ ™ citing Hartwick v. Heberling. 

Did the Court mean to overrule Bauman v. Stoller and the line of 
cases which follow it? In view of the Grubb case ™ in 1949 it seems that 
the answer is ‘‘No.”” But what a litigation-breeder a rule of “‘irreconcilable 
repugnancy’ would be! Who could decide, before the Supreme Court 
speaks, whether a repugnancy is “‘irreconcilable’’ or whether by dexterity 
and ingenuity a reconcilement could be effected? 





235 Ill. 480, 490, 85 N. E. 657, 659 (1908). 

° 402 Ill. 451, 460, 84 N. E.2d 421, 425-26 (1949). 

* Harder v. Matthews, 309 Ill. 548, 141 N. E. 442 (1923). 

© 364 Ill. 523, 4 N. E.2d 965 (1936). 

© 384 Ill. 591,52N.E.2d 212 (1944). 

Id. at 596, 52 N. E.2d at 214. 

™ Smith v. Grubb, 402 Ill. 451, 460, 84 N. E.2d 421, 425-26 (1949). 
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Enough has been said to demonstrate that repugnancy is not dead, 
but sleepeth, and to call members of the profession to be watchful and 
vigilant and to sleep not on their arms. 


EXCEPTIONS AND RESERVATIONS 


The time-honored distinction between exceptions and reservations 
appears on its face simple and easy to understand. An exception in a deed, 
as our Supreme Court has often said,”* withholds from its operation some 
part which, but for the exception, would pass to the grantee; a reservation 
is the creation of a new right out of the thing granted which did not 
exist before as an individual right, in behalf of the grantor and not in a 
stranger. 

The apparent simplicity of the distinction is an illusion, as practicing 
conveyancers and title examiners well know. A leading authority on real 
estate law is guilty of great understatement when he says: “It is sometimes 
difficult to distinguish between an exception and a reservation.” "* Careful 
conveyancers have been taught always to use the expression ‘‘excepting and 
reserving’’ in the interest of safety, even though that practice increases the 
confusion with which the subject is surrounded. 

Because a reservation must be for the benefit of the grantor, it is 
generally held that a reservation to a third person who is a stranger to the 
conveyance is ineffective unless words of conveyance are used granting the 
estate to the third party."* A much debated question has been whether 
the reservation of a life estate to a spouse, the other spouse owning the real 
estate, is valid. This question has been set at rest in this state, however, 
in recent years by Saunders v. Saunders,"*> where our Supreme Court held 
that the combined interest of husband and wife in property owned by either 
is sufficient to support a reservation of a life estate to either or both which 
will continue to the surviving spouse after the death of the one who held 
title to the propery. The result is just, although logic may have been 
slightly strained. 

There has been much diversity of opinion as to whether an easement 
could be the subject of an exception or reservation. It was the view of 
Chief Justice Tindal of the Court of Queen’s Bench that it could not be. 
The Chief Justice said: ‘It is to be observed that a right of way cannot, in 
strictness, be made the subject either of exception or reservation.” 7° 


™ Dickman v. Madison County Light Co., 304 Ill. 470, 479, 136 N. E. 790, 794 
(1922), recently repeated in McCue v. Berge, 385 Ill. 292, 303, 52 N. E.2d 789, 795 
(1944). 

78 2 GRIGSBY, op. cit. supra, note 23, § 799. 

™% Legout v. Price, 318 Ill. 425, 431, 149 N. E. 427, 430 (1925). 

% 373 Ill. 302, 26 N. E.2d 126 (1940). 

7 Durham Ry. Co. v. Walker, 2 Q. B. 940, 967, 114 Eng. Rep. 364, 374 (1842). 
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The dispute has been continued in this country,” but it is settled in 
Illinois that such a right may be created by reservation, at least."® 

Where the reservation is as broad as the conveyance, the entire deed is 
void. In Garwood v. Garwood ™ the grantor was a widow who had only 
a homestead right in property worth less than $1,000. She conveyed, 
reserving the life use of the lands and profits. It was held that since the 
reservation was as large as the grant, the entire deed was void, even though 
it was acknowledged and released the right of homestead. 

Confusion exists in the cases as to the effect of an uncertain descrip- 
tion of an exception in a deed. In Attebery v. Blair *° the deed conveyed 
all of a tract except two acres which could not be identified. It was held 
that the deed was good and the exception was void. On the other hand, in 
Alleman v. Hammond * the deed conveyed the east side of a tract of land 
“except the southeast corner.’’ The corner could not be identified. it was 
held that the whole deed was void for uncertainty. In Higinbotham v. 
Blair * it was held that where a description is plain and unambiguous and 
is followed by an ambiguous exception, the former prevails and the excep- 
tion is void. 

Important recent applications of the principles governing exceptions 
and reservations have grown out of the great oil development in Southern 
Illinois. 

The question of prime importance was whether an exception or reser- 
vation of “‘coal and other minerals’ included oil and gas. Much of 
Southern IIlinois is underlaid by coal deposits which have been extensively 
mined since the early years of the present century,** and the words ‘‘coal 
and other minerals’ or similar language are involved in the title to lands 
comprising the greater part of the entire oil basin. While the question was 
vital, it was not until 1943 that it was finally settled.** In the meantime 
uncertainty reigned and the lands affected stood subject to conflicting 
leases, so involved in pending litigation that it seemed development must 
stop. During the period of uncertainty, many settlements were effected. 
One of the large coal companies which was heavily involved adopted a 
general policy of making settlements based upon an equal division of the 


™ See Bigelow and Madden, Exception and Reservation of Easements, 38 HARV. L. 
REV. 180 (1924), for one view, and 4 TIFFANY, op. cit. supra, note 62, § 973, for 
the opposite position. 

*® Diller v. St. Louis S. 8 P. R. R. Co., 304 Ill. 373, 135 N. E. 703 (1922). 

™ 244 Ill. 580, 91 N. E. 672 (1910). 

© 244 Ill. 363, 91 N. E. 475 (1910). 

* 209 Ill. 70, 70 N. E. 661 (1904). 

308 Ill. 568, 139 N. E. 909 (1923). 

*® Rhomberg v. Texas Company, 379 Ill. 430, 433, 40 N. E.2d 526, 529 (1942). 


* Shell Oil Co., Inc. v. Dye, 135 F.2d 365 (C. C. A. 7th 1943); Shell Oil Co., 
Inc. v. Moore, 382 Ill. 556, 48 N. E.2d 400 (1943). 
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oil and gas royalty interests between the coal company and the surface 
owners.** 

The final outcome was foreshadowed by Jilek v. Chicago, Wilming- 
ton and Franklin Coal Co.,** which declared that oil and gas were minerals 
and belong to the owner as long as they remain in the land and are not 
separately conveyed. Finally the Illinois Supreme Court in Shell Oil Co., 
Inc. v. Moore *" squarely decided the question and held that under a reser- 
vation of ‘‘coal and other minerals,’’ with the right to mine and remove the 
same, full title to the oil and gas remained in the grantor. The decision 
was followed by the Federal Court of Appeals of the Seventh Circuit,** 
and the long-pending dispute was finally terminated. 

Attempts are still being made to establish the doctrine that oil and 
gas do not pass under a coal deed or reservation. In Ambarann Corporation 
v. Old Ben Coal Corporation,*® an attempt was made to introduce evidence 
of a custom and usage in the county in which the land is located that the 
words “‘coal, oil and gas’’ were employed to designate and identify the oil 
and gas within the coal only and did not cover pools of oil lying outside 
of the vein of coal. This ingenious argument was rejected by the Court 
which held that the language used had an established connotation and that 
evidence of a different meaning was inadmissible. 

Strange impasses resulted in some of the cases. In Rhomberg v. Texas 
Co., *® Rhomberg, the original owner of the fee, conveyed the land to Hick- 
man, reserving all the coal and minerals ‘‘with the right to mine but with- 
out the right to break the surface.’’ —The Texas Company acquired a lease 
covering the interests of Hickman and started to drill. Rhomberg and his 
lessee filed suit to enjoin the drilling and to be declared the owners of the 
oil and gas. Their complaint was dismissed for want of equity, and this 
decree was affirmed. The Court held that the plaintiffs were prohibited 
from enjoining the defendant from prospecting for oil and gas by the 
covenant not to break the surface. The Court reserved the question of 
what would happen if the defendant invaded the plaintiffs’ rights. 

In Chicago, Wilmington & Franklin Coal Co. v. Minier,®* Minier 
conveyed the coal, oil, and gas underlying the land in question together 
with the right to mine and remove the same. The grantee was given the 
right to take and use so much of the surface as was necessary for shafts, etc. 
It was further provided that after the expiration of two years from the 
completion of the shaft for removing coal from under the premises, surface 


® Walter v. Sohio Petroleum Co., 402 Ill. 33, 83 N. E.2d 346 (1948). 

© 382 Ill. 241, 245-46, 47 N. E.2d 96, 98 (1943). 

* 382 Ill. 556, 48 N. E.2d 400 (1943). 

% Shell Oil Co. v. Dye, 135 F.2d 365 (C. C. A. 7th 1943). 

© 395 Ill. 154, 69 N. E.2d 835 (1946). 

© 379 Ill. 430, 40 N. E.2d 526 (1942). 

"127 F.2d 1006 (C. C. A. 7th 1942), 40 F. Supp. 316 (E. D. Ill. 1941); 
Comment, 31 ILL. B. J. 74 (1942). 
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privileges on the remainder of the land not selected by the grantee should 
cease and the right to take any portion of the surface should be at an end. 
The shaft used for the purpose of removing the coal from under the 
premises was completed in September, 1924, but no portion of the surface 
of the land was selected within the period of two years thereafter. The 
court held that the coal company was the owner of the oil and gas but had 
no right to use the surface to produce them. Minier could not drill because 
he did not own the oil. The result was that no one could drill for, or 
produce, oil. Subsequently, however, the case was settled. 

Other important litigation arose by reason of the many rights of way 
in the oil field. These roads and passageways consisted of narrow strips of 
land of varying width, some of which were of considerable length. The 
original leases were taken by the major oil companies from the farm owner 
without any title search to discover the existence of these roadways, many 
of which had been unused for years. When oil was discovered the land, 
which as farm land was poor and unproductive, became immensely 
valuable. Titles were searched and the existence of these roadways was 
discovered. Many of these lay in the very heart of rich oil territory, and 
a mad scramble ensued to search out the owners of the roadways and secure 
from them oil and gas leases. Independent operators and speculators got 
in ahead of the major companies in many instances, secured leases, and 
commenced drilling operations, crowding in as many wells as could be 
drilled in the strip without regard to established drilling patterns in the 
area. 

One of the most famous of these strips was the Hollingsworth Strip 
which was described by the Illinois Supreme Court in Texas Co. v. Hol- 
lingsworth.*? This strip was one-half mile long, thirty-three feet in width 
at one end, and six feet in width at the other. On this narrow tract nine 
wells were drilled, and on either side sixteen wells were drilled as offsets. 

There were many strips like the one just described, some created by 
exception or reservation and some by deed, most of which included a 
description of the purpose intended to be served by the strip, @.e., ‘‘for road 
purposes” ®* or “for a right of way.’’ ** The Illinois Supreme Court had 
previously held that the conveyance of a strip of land ‘‘for alley purposes’ 
conveyed the fee,®* and it was generally supposed that the same rule would 


375 Ill. 536, 538, 31 N. E.2d 944, 945 (1941), reversing 304 Ill. App. 607, 
27 N. E.2d 67 (4th Dist. 1940). The point before the Court was the right of the plain- 
tiff to a directional survey to determine whether a well drilled on the strip was bottomed 
on adjoining land, a question which lies outside the scope of this article. 

* Magnolia Petroleum Co. v. West, 374 Ill. 516, 30 N. E.2d 24 (1940). 

™ Magnolia Petroleum Co. v. Thompson, 106 F.2d 217 (C. C. A. 8th 1939), 
reversed, 309 U. S. 478, 60 Sup. Ct. 628 (1940); Tallman v. E. I. @ P. R. R. Co., 
379 Ill. 441, 41 N. E.2d 537 (1942) ; Texas Co. v. O'Meara, 377 Ill. 144, 36 N. E.2d 
256 (1941). 
* Weihe v. Lorenz, 254 Ill. 195, 98 N. E. 268 (1912). 
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be applied to the oil field strips. The federal court so held.** The Illinois 
Supreme Court, however, reversed itself and, in Magnolia Petroleum Co. v. 
West,*’ held that the grant of a strip of land ‘‘to be used for road purposes’’ 
conveyed only an easement. The same principle will apply to exceptions or 
reservations ‘‘for a right of way”’ or “for road purposes.” 

In Chicago, Wilmington & Franklin Coal Co. v. Menhall ** the deed 
contained an exception of ‘‘a strip of land heretofore deeded to the Con- 
tinental Development Company, a corporation of New Jersey.”” The deed 
referred to in the exception was not of record in the county in which the 
land was situated. Parol testimony offered in an attempt to establish the 
description contained in the unrecorded deeds, which consisted largely of 
the testimony of a witness who assisted in making a survey of the land 
when he was thirteen or fourteen years old, was held insufficient. The 
exception was adjusted to be so indefinite and uncertain as to be void, but 
the void exception was held not to affect the validity of the grant. 

Carter Oil Co. v. McQuigg ® involved a deed which contained what 
Judge Evans called the ‘‘litigation breeding provision’’ that ‘‘this deed is 
not to take effect during the lifetime of either of the grantors.”” ?°° The 
court reluctantly followed the Illinois cases and held that the deed should 
be construed as a reservation of a life estate to the grantors. Where such is 
the intention of the grantors, careful scriveners will do well to avoid the 
use of the language used in the McQuigg deed. 

Other interesting problems arising out of the oil litigation lie outside 
the scope of this article.?™ 

The Supreme Court of Illinois at one time gave evidence of a very 
pedantic and technical attitude toward exceptions and reservations. In 
McCall v. Middleton,” the plaintiff contended that a deed executed by 
him should be reformed because the words “‘saving and reserving unto the 
grantors the coal underlying said premises’’ had been omitted by mistake. 
The lower court granted the relief prayed and entered a decree directing 
reformation by inserting the words above mentioned. The Supreme Court 
agreed that the plaintiff was entitled to reformation but read the lawyers a 
little lecture on the difference between an exception and a reservation and 
modified the decree so as to use the word “‘excepting”’ instead of ’’reserving.”’ 
The explanation for the unusually technical position taken by the Court is 
doubtless that at the same term the judge who wrote this opinion also 


* Carter Oil Co. v. Welker, 24 F. Supp. 753 (E. D. Ill. 1938). 
"374 Ill. 516, 30 N. E.2d 24 (1940). 

131 F.2d 117 (C.C. A. 7th 1942). 

#112 F.2d 275 (C. C. A. 7th 1940). 

Wid. a 2FF. 


11 We recommend to those who may wish to pursue the matter further, the article 
by Van Meter, Oil Title Examination Problems, 35 ILL. B. J. 114 (1946). 


70 304 Ill. 408, 136 N. E. 723 (1922). 
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wrote the opinion in Dickman v. Madison County Light Co.,?°* where the 
distinction between exceptions and reservations is set forth at some length. 

Later cases have shown no recurrence of this technical attitude. The 
present law of Illinois is correctly stated by Federal Judge Walter C. 
Lindley: 

“Irrespective of their exact meanings, the words ‘exception’ and 
‘reservation’ have been used indiscriminately as synonymous in mean- 
ing and courts quite generally have held that the legal intent will be 
determined, not by the word used, but by the purport indicated in the 
entire grant.’’ 1% 





While the path of the Illinois conveyancer and title examiner is still 
fraught with legal pitfalls, a careful and experienced practitioner who 
knows the history of his subject and its development through the years 
and is conversant with the best practice and customs of his profession may 
practice his calling with serenity and confidence, knowing that his function 
contributes to the welfare of his fellow citizens. 


18 304 Ill. 470, 135 N. E. 790 (1922). 
** Adkins v. Arsht, 50 F. Supp. 761, 764 (E. D. Ill. 1943). 








TAX PROBLEMS IN REAL ESTATE 
TRANSACTIONS 


BY J. NELSON YOUNG * 


WHEN Is THE TRANSACTION CLOSED? 


THE CLOSING DATE is the first and principal problem to be con- 
fronted in ascertaining the income tax consequences of the sale of real 
estate. It is a problem common to both cash and accrual basis taxpayers 
and is determined by the particular circumstances of each transaction. The 
importance of the closing date is adequately demonstrated by considering 
its determinative effect upon the various tax aspects of the sale. It deter- 
mines the taxable year or years in which the gain or loss is to be reported 
by the vendor.’ It may determine whether a forfeiture under a contract 
for the sale of realty is ordinary income.? It may determine whether the 
taxpayer can qualify to elect the installment method of reporting the gain 
on the sale.* It determines the holding period of both the vendor and 
vendee by terminating that of the former ‘ and initiating that of the latter. 
It may determine the applicable rule governing the basis of the property 
in the hands of the vendee.® It determines when the vendee may begin to 
take a deduction for real estate taxes subsequently paid on the property.® 
If depreciable property is involved, it determines when the depreciation 
deduction shifts from the vendor to the vendee.? Lastly, though this list 
may not be exhaustive, it may determine the validity of a deficiency as- 


*J, NELSON YOUNG. B.S. 1938, LL.B. 1942, University of Illinois; 
Certified Public Accountant, Illinois, 1944; Assistant Professor of 
Law, University of Illinois. 


* Lucas v. North Texas Lumber Co., 281 U. S. 11, 50 Sup. Cr. 184 (1930). 

* See p. 478 infra. 

* See cases cited note 70 infra. 

* Albert E. Dyke, 6 TC 1134 (1946). Date of closing determined whether the 
vendor realized a long-term or short-term capital gain. 

° Helvering v. San Joaquin Fruit and Investment Co., 297 U. S. 496, 56 Sup. 
Cr. 569 (1936). In 1906, the taxpayer took possession of certain real estate under a 
ten-year lease which included an option to purchase, exercisable upon expiration of the 
term. Title was acquired by exercise of the option, and in subsequently disposing of the 
property, a question arose as to whether the March 1, 1913, value or the 1916 option 
price should govern in ascertaining the basis. It was held that the sale and purchase was 
not closed until 1916 and that the option price was controlling. 

* See p. 501 infra. 

*T. K. Harris Co., 38 B. T. A. 383 (1938), aff'd on other grounds, 112 F.2d 
76 (C. C. A. 6th 1940); Robert A. Taft, 27 B. T. A. 808 (1933); see Newaygo 
Portland Cement Co., 27 B. T. A. 1097, 1104 (1933). 
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sessed against a corporation or its transferees under the principle of the 
Court Holding Co. decision.® 


Requirement of Transfer of Title or Possession 


As a general rule, a cash basis taxpayer reports income in the year 
in which payment is received and an accrual basis taxpayer reports income 
in the year in which the right to receive payment—an obligation of another 
—is acquired. But in the sale of real estate, or any property for that mat- 
ter, neither the receipt of cash by a cash basis taxpayer nor the execution 
of a binding contract in the case of an accrual basis taxpayer is alone suf- 
ficient to conclude the transaction for income tax purposes. In addition, 
there must be either a transfer of title or a delivery of possession to the 
vendee before the transaction is considered closed and the gain reportable 
or the loss deductible.® 

The leading case of Lucas v. North Texas Lumber Co." firmly estab- 
lished this rule. There on December 27, 1916, an accrual basis taxpayer 
for a consideration of $100 granted an option to purchase certain timber 
lands which was to be exercised within ten days. The optionee notified 
the taxpayer on December 30, 1916, of its acceptance of the offer to sell. 
Title and possession were transferred on January 5, 1917, coincident with 
the payment of the purchase price. The taxpayer reported the gain on the 
sale as taxable income for the year 1916, but the commissioner took excep- 
tion on the ground that the gain was not realized until the following year. 
In this the commissioner was upheld, the Court saying:™ 


“An executory contract of sale was created by the option and 
notice, December 30, 1916. In the notice, the purchaser declared 
itself ready to close the transaction and pay the purchase price ‘as 
soon as the papers were prepared.’ Respondent did not prepare the 
papers necessary to effect the transfer or make tender of title or pos- 
session or demand the purchase price in 1916. The title and right of 
possession remained in it until the transaction was closed. Conse- 
quently unconditional liability of vendee for the purchase price was 
not created in that year.”” 


® J, T. Wurtsbaugh, 8 TC 183 (1947). In October, 1940, the corporation, an 
accrual basis taxpayer, entered into an executory contract for the sale of timber and a 
long-term lease of its land. Upon liquidation in December, 1940, the property was trans- 
ferred to the shareholders who subsequently conveyed the timber, executed a lease, and 
delivered possession to the purchaser in January, 1941. The commissioner assessed a 
deficiency against the shareholders as transferees for the year 1940, claiming that the gain 
on the sale should have been reported by the corporation on the basis of Commissioner v. 
Court Holding Co., 324 U. S. 331, 65 Sup. Ct. 707 (1945). The court held that 
since the sale had not been closed in 1940, it was unnecessary to determine who was tax- 
able on the gain. 

° This general statement regarding the time of reporting gain or loss is subject 
to certain qualifications more fully set forth at p. 482 infra. But the closing date estab- 
lishes the point of time with reference to which a gain or loss is determined and reported. 

281 U. S. 11, 50 Sup. Cr. 184 (1930). The facts and decision of a recent 
case are on all fours. Samuel C. Chapin, 12 TC 235, app. pending, C. C. A. 8th. 

4 Lucas v. North Texas Lumber Co., 281 U.S. 11, 13, 50 Sup. Ct. 184 (1930). 
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This rule is not altered by the fact that the purchaser may have made 
a substantial down payment to the taxpayer-vendor in the contracf year 
but prior to the transfer of either possession or title. Despite the receipt 
of cash, if neither of the requisite events has occurred, no gain or loss is 
to be reported in the year in which the contract is executed whether the 
taxpayer is on a cash or accrual basis.’ On the other hand, retention of 
title after transfer of possession ** or retention of possession after a transfer 
of title ** does not delay the closing of the transaction for the purpose of 
determining gain or loss. 


Subsequent Determination of the Contract Price 


In some transactions title or possession is transferred to the vendee in 
the year of contract, but final determination of the contract price is delayed 
until the following year. In one case,’® for example, an accrual basis tax- 
payer contracted to sell certain forest lands. The price per acre was agreed 
upon, and title and possession were transferred in 1935. The computa- 
tion and payment of the contract price were deferred to 1936, however, 
until completion of a survey to ascertain the exact acreage and until the 
vendor's title had been finally approved. The taxpayer accrued the gain 
on the sale in 1935. Exception was taken by the commissioner on the 
ground that the transaction was not complete in 1935 because all events 
necessary to fix the vendee’s obligation had not occurred until the follow- 
ing year. The taxpayer was sustained in treating the sale as a closed trans- 
action in 1935, the court’s decision being premised on the following fac- 
tors: (1) there had been a transfer of title and possession in the contract 
year; (2) the amount of the contract price was reasonably certain and 
determinable;*® and (3) there was a reasonable expectancy of payment. On 
the basis of this and a similar case,* it may be concluded that if the usual 


2 Bourne v. Commissioner, 62 F.2d 648 (C. C. A. 4th 1933) (cash basis with 
gain) ; Falls City Ice and Beverage Co., 27 B. T. A. 1346 (1933), Acq., XII-1 Cum. 
BULL. 5 (1933) (accrual basis with loss) ; Gilbert Creek Land Co., 14 B. T. A. 921 
(1928) (accrual basis with gain). 

23 Commissioner v. Union Pac. R. Co., 86 F.2d 637 (C. C. A. 2d 1936). 

% Ohio Brass Co., 17 B. T. A. 1199 (1929) (personal property). 

% Frost Lumber Industries v. Commissioner, 128 F.2d 693 (C. C. A. 5th 1942). 

%* The adjustment in the contract price in the subsequent year was nominal. 

 Helvering v. Nibley-Mimnaugh Lumber Co., 70 F.2d 843 (App. D. C. 1934), 
on remand. 32 B. T. A. 791 (1935). Am accrual basis taxpayer sold a sawmill and 
adjacent timber lands at a fixed contract price which was subject to reduction in the event 
manufactured lumber and standing timber were determined by inventory and survey to 
be less than stated quantities. The vendee made a substantial down payment ahd was 
placed in possession in 1923, the contract year. After completion of a survey in January, 
1924, and prior to delivery of the deed, the taxpayer remitted approximately six per cent 
of the contract price on account of the foregoing items. It was held that since the vendor 
was on an accrual basis the gain on the sale was realized in 1923. By way of dictum, the 
court correctly stated that if the taxpayer were on a cash basis, no gain would have been 
realized until 1924 when the vendor received cash and marketable securities in excess of the 
basis of the property sold. See the discussion of the deferred payment method of reporting 
gain at p. 482 infra. 
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requisites are present, the final determination or adjustment of the contract 
price in a subsequent year does not serve to extend the closing of the trans- 
action beyond the year of contract unless the subsequent adjustment is 
relatively substantial.** 

Transactions In Escrow 


Real estate transactions are frequently consummated in escrow, and 
these arrangements also affect the closing of the transaction from an income 
tax standpoint. The principles previously enunciated, however, are equally 
applicable to the ‘‘escrow’’ sale. ‘There must be a delivery of possession 
(transfer of beneficial interest) or transfer of title to the vendee before 
the transaction is considered closed.’® 

Escrow sales may be classified in four categories for the purpose of 
determining the tax finality of the particular transaction. The first is that 
in which the vendor retains possession but the vendor's deed and the pur- 
chaser’s consideration therefor are placed in escrow to be released contem- 
poraneously at a specified time. Tax-wise, the transaction is not closed 
until the release of the deed and consideration from escrow.” The circum- 
stances are the same as if the vendor and vendee had not employed the 
escrow device and, instead, had contracted, respectively, to transfer title 
and possession and to pay the consideration upon a named future date. 

Another, and probably the most common escrow transaction, is that 
in which a portion of the contract price is paid and possession is delivered 
in the contract year, but the deed is placed in escrow to be delivered to the 
purchaser upon payment of the balance of the purchase price. In this in- 
stance, since there is an immediate transfer of possession or beneficial inter- 
est, the transaction is considered closed in the contract year rather than 
the year in which the deed is released to the vendee.”4 

In a third type of escrow sale, possession and title are transferred in 
the contract year, but all or a portion of the consideration for the property 


* Commissioner v. R. J. Darnell, Inc., 60 F.2d 82 (C. C. A. 6th 1932). Adjust- 
ment of contract price in the subsequent year resulted in reducing the gain on the sale 
by approximately fifty per cent. It was held that the transaction was not closed until 
the contract price was finally determined. 

” Commissioner v. Union Pac. R. Co., 86 F.2d 637 (C. C. A. 2d 1936). 

°C. S. Chapman, 7 TCM 88 (1948) (real estate); Robert Strange, 1942 P-H 
B. T. A. MEM. DEC. { 42,424 (corporate stock) ; Ganson Depew, 27 B. T. A. 515 
(1933) (corporate stock), Non-Acq., XII-1 CUM. BULL. 16 (1933). 

= Commissioner v. Union Pac. R. Co., 86 F.2d 637 (C. C. A. 2d 1936) (real 
estate) ; Dakota Creek Lumber and Shingle Co., 26 B. T. A. 940 (1932) (real and 
personal property) ; Harris Trust and Savings Bank, Ex’r., 24 B. T. A. 498 (1931) 
(real estate) ; Old Farmers Oil Co., 12 B. T. A. 203 (1928) (real estate) ; Seletha O. 
Thompson, 9 B. T. A. 1342 (1928) (real estate); John W. Sherwood, 8 B. T. A. 
103 (1927) (real and personal property); cf. Commissioner v. Moir, 45 F.2d 356 
(C. C. A. 7th 1930) (real estate) ; Jacob Carp, 31 B. T. A. 541 (1934) (corporate 
stock). Contra: Commissioner v. Swift, 54 F.2d 746 (C. C. A. 9th 1932) (based on 
peculiar statutory language). 
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is placed in escrow to be paid to the vendor-taxpayer upon the occurrence 
of certain conditions or at a stipulated time. If the vendor has no imme- 
diate right to the deposit and no current beneficial interest therein, the 
transaction is not closed until distribution is actually made.” This is the 
case where a portion of the contract price is placed in escrow to protect the 
vendee against subsequent expenses, losses, or liabilities, such as defects in 
title which might arise in connection with the purchase. The amount 
withheld is not realized income until released to the vendor-taxpayer.”® 


The last type of escrow transaction varies from the preceding type 
in that the vendor-taxpayer either has a present beneficial interest in the 
amount held in escrow ** or may withdraw the deposit in his discretion 
at any time.?®° Under these circumstances, the sum in escrow is included 
in the vendor’s taxable income in the contract year. 


Option Agreements 





Real estate sales are frequently initiated as option contracts. These 
agreements generally provide that in the event the optionee elects to pur- 
chase, the consideration for the option shall apply on the purchase price 
of the property. The option agreement is not a closed transaction, and i 
the amount received by the taxpayer-vendor is not reportable as income 
until the option either (1) has expired 7* or (2) has been exercised and 
title or possession transferred to the .optionee-purchaser.27 Although the 
taxpayer has received the amount under a claim of right and without re- 
striction, it is not income at the time of receipt since the character of the 


2 Big Lake Oil Co. v. Commissioner, 95 F.2d 573 (C. C. A. 3rd 1938), cert. 
denied, 307 U. S. 638, 59 Sup. Ct. 1037 (1939). Several parties held valid claims to 
the proceeds from the sale of oil which were placed in escrow in 1924. Distribution was 
made in 1927 pursuant to an agreed allocation based on the amount of oil produced 
during a prior period. It was held that the sale was not closed until 1927. 

Stoner v. Commissioner, 79 F.2d 75 (C. C. A. 3rd 1935), cert. denied sub. 
nom. Helvering v. Stoner, 296 U. S. 650, 56 Sup. Ct. 309 (1935); George Glikes, 
1935 P-H B. T. A. MEM. DEC. { 35,450, aff'd per curiam, 99 F.2d 1000 (C. C. A. 
6th 1938); Preston R. Bassett, 33 B. T. A. 182 (1935), aff'd per curiam, 90 F.2d 
1004 (C. C. A. 2d 1937); Otto Braunwarth, 22 B. T. A. 1008 (1931); cf. Mac 
Sim Bar Paper Co., 1941 P-H B. T. A. MEM. DEc. { 41,402. 


% Scott P. Myers, 30 B. T. A. 44 (1934) (consideration in trust but vendor had 
the right to income and control over investments) ; H. L. Carnahan, 21 B. T. A. 893 
(1930) (stocks in escrow but vendor had voting power and right to dividends). 


* William Holden, 6 B. T. A. 605 (1927). 


* Hunter v. Commissioner, 140 F.2d 954 (C. C. A. 5th 1944); Virginia Iron 
Coal & Coke Co. v. Commissioner, 99 F.2d 919 (C. C. A. 4th 1938), cert. denied, 307 
U. S. 630, 59 Sup. Ct. 833 (1939). 

Lucas v. North Texas Lumber Co., 281 U. S. 11, 50 Sup. Ct. 184 (1930); 
Aiken v. Commissioner, 35 F.2d 620 (C. C. A. 8th 1929), aff'd on other grounds, 282 
U. S. 277, 51 Sup. Cr. 148 (1931); Birch Ranch & Oil Co., 3 TCM 378 (1944), 
aff'd on other grounds, 152 F.2d 874 (C. C. A. 9th 1946), cert. denied, 328 U. S. 
863, 66 Sup. Ct. 1368 (1946). 
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payment cannot then be determined.** If the option is exercised, the con- 
sideration therefor is applied on the purchase price, and the gain or loss on 
the sale is determined accordingly. If the option is not exercised, the consid- 
eration received is treated as a short-term capital gain by express statutory 
provision; conversely, the forfeited payment constitutes a short-term capital 
loss to the optionee.*® 


Even though there has been a transfer of possession to the purchaser, 
certain forfeiture provisions in contracts for the sale of realty may be treated 
as options, thus delaying the closing of the transaction. These are pro- 
visions which grant the contracting buyer the right to rescind without fur- 
ther liability on the contract by surrendering the property and forfeiting 
all or a portion of the payments previously made.*® It has been held that 
transactions of this type are not closed until the period for rescission has ex- 
pired.** More recent cases have adopted a contrary view, however, holding 
that the sale is closed with delivery of possession to the vendee and that the 
vendor realizes a repossession gain or loss upon the buyer’s exercise of the 
right to rescind.*? 


Forfeiture By Defaulting Purchaser 


A forfeiture by a defaulting purchaser under a contract for the sale of 
realty ** raises two alternative problems which are wholly dependent on 
the time of closing the transaction. If the sale were a closed transaction 
prior to the forfeiture, the purchaser would have acquired possession or title, 
and the income tax problem of the vendor would be one of determining 
gain or loss on repossession of foreclosure. That problem is beyond the 
scope of this article. On the other hand, if the sale were not yet closed at the 
time of the forfeiture, a question is presented as to when the amount for- 


* Virginia Iron Coal & Coke Co. v. Commissioner, 99 F.2d 919, 921 (C.C. A. 
4th 1938). 

* INT. REV. CODE § 117(g) (2); Dell J. Moody, 1941 P-H B. T. A. MEM. 
DEc. f 41,575. 

® The effect of a provision of this type has been best stated in the following lan- 
guage: “Even though it [the agreement] was called a contract of purchase and sale, it 
was not in fact such... . if it amounted to no more than an option to purchase by 
reason of investing in the ‘buyer’ a right to rescind.’”’ Leslie M. Lockhart, 1 TCM 908, 
911 (1943). 

= Stiver v. Commissioner, 90 F.2d 504 (C. C. A. 8th 1937) (corporate stock 
controlling real estate); Baird v. United States, 65 F.2d 911 (C. C. A. 5th 1933), 
cert. denied, 290 U. S. 690, 54 Sup. Ct. 126 (1933) (real estate) ; Parish-Watson & 
Co., Inc., 4 B. T. A. 605 (1926) (personal property); accord, Leslie M. Lockhart, 1 
TCM 908 (1943) (corporate stock controlling real estate); Higgins Estate, Inc., 30 
B. T. A. 814 (1934), remanded upon stipulation, 88 F.2d 1011 (C. C. A. 9th 1937) 
(real estate). 

= United States v. Eversman, 133 F.2d 261 (C. C. A. 6th 1943) (real estate) ; 
Lucille L. Morrison, 12 TC No. 159 (1949) (real estate). 

*% This type of transaction is to be distinguished from forfeitures under option 
agreements in that here the purchaser has no right to rescind. 
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feited should be reported as income.** This situation arises where the pur- 
chaser, after paying earnest money, fails to go through with his bargain to 
take possession or title to the property. If the sum paid is forfeited without 
litigation, it is income in the year in which the forfeiture occurs. But if the 
rights of the respective parties under the agreement are litigated, this will 
serve to delay the tax-closing of the transaction until the litigation has been 
concluded.** By contrast with forfeitures under option agreements, for 
which special statutory provision has been made, it should be noted that 
forfeitures by default under a contract for sale constitute ordinary income 
to the vendor rather than capital gain since the gain does not result from a 
“sale or exchange”’ of property.*® 


Lease-Purchase Agreements 


Frequently a sale is cast in the form of a lease with an option to pur- 
chase.** Various factors may serve to commend this type of transaction to 
the respective parties.** It will, of course, accomplish the ultimate sale of 
the property. But the lease-purchase agreement is full of tax pitfalls and, 
more often than not, will work a tax disadvantage to both parties. It is, 


“The differing income tax consequences, depending on the status of the transac- 
tion at the time of the buyer’s default, are aptly illustrated in United States v. Eversman, 
133 F.2d 261 (C. C. A. 6th 1943), and Lucille L. Morrison, 12 TC No. 159 (1949). 

* Doyle v. Commissioner, 110 F.2d 157 (C. C. A. 2nd 1940), cert. denied, 311 
U. S. 658, 61 Sup. Ct. 13 (1940); Dexter Sulphite Pulp & Paper Co., 23 B. T. A. 
227 (1931), Acq., X-2 CUM. BULL. 19 (1931). In Doyle v. Commissioner, supra, 
the prospective purchaser made down payments of $35,000 in 1929 and $25,000 in 
1930 on a total contract price of $185,000. Title and possession were to be delivered 
and the balance of the purchase price paid on June 10, 1931. The vendor-taxpayer ten- 
dered a deed and possession on the named date. Upon the buyer’s failure to conclude the 
bargain and after considerable negotiation, the vendor brought suit in 1933 for specific 
performance. The local court denied specific performance on the basis of laches but 
allowed the vendor to retain the $60,000 as damages for breach of contract. The action 
was concluded in 1934, and the commissioner assessed a deficiency on the ground that the 
$60,000 in down payments were income for that year. The court sustained the commis- 
sioner, holding that the taxpayer’s election to sue for specific performance kept the trans- 
action open until the litigation was concluded. By dictum, the court indicated that if the 
taxpayer had accepted the forfeiture as terminating the transaction, the $60,000 would 
have been reportable as income in 1931. 

*® United States v. National City Bank of New York, 21 Supp. 791 (S. D. 
N. Y. 1937). 

** For a comprehensive treatment of the income tax aspects of lease-purchase agree- 
ments, see Siegel, Options To Buy Or Renew Contained in a Lease, PROCEEDINGS OF 
NEW YORK UNIVERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION 990 
(1948). 

*® The lessee-purchaser may hope to deduct interim payments as rent expense or 
amortize improvements over the term of the “‘lease.’’ See Jefferson Gas Coal Co. v. Com- 
missioner, 52 F.2d 120 (C. C. A. 3rd 1931), and Rankin v. Commissioner, 60 F.2d 
76 (C. C. A. 6th 1932). In an earlier case, the lessor-vendor adopted this form of 
transaction to avoid local taxes on purchase money mortgages, and in another, to obviate 
application of a redemption statute which would delay repossession in the event of the 
purchaser’s default. See Robert A. Taft, 27 B. T. A. 808 (1933), and E. G. Robert- 
son, 19 B. T. A. 534 (1930). 
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therefore, a type of transaction generally to be avoided unless nontax fac- 
tors are deemed controlling. 

There is considerable variation in the form of lease-purchase agree- 
ments. The most obvious provide for transfer of title after a specified num- 
ber of ‘‘rental’’ payments have been made or grant the “‘lessee’’ an option 
to acquire title by making a nominal additional payment upon expiration 
of the “‘lease.’” Other agreements are somewhat more camouflaged and re- 
quire closer scrutiny to ascertain their exact character. The problem in each 
instance is to determine whether the particular transaction is a bona fide 
lease or a closed sale. In making this determination, the courts have been 
persuaded to hold the transaction a sale where: (1) the lessee, as above, can 
acquire title, either by making a certain number of payments or by making 
a small additional payment upon expiration of the lease; °° (2) the lessee 
makes a large down payment at the time the agreement is executed; *° (3) 
the lessee’s accumulated payments in the year in question constitute a major 
portion of the total consideration;*! (4) the lessee makes heavy expendi- 
tures for improvements in relation to the term of the lease or value of the 
property; *? or (5) the lessor places a deed in escrow concurrently with the 
execution of the agreement.** In any event, a sale under an attempted guise 
of a lease with an option to purchase will inevitably raise, for both the 
lessor-vendor and the lessee-purchaser, a question as to whether the pay- 
ments, made prior to the exercise of the option, constitute rental payments 
or payments on the purchase price of the property.** 

The income tax risks of the respective parties are these. The lessee- 
purchaser, whose payments apply on the purchase price in the event he ex- 
ercises his option, may be acquiring an equity in the property (making a 
capital expenditure) and may accordingly be denied a rental deduction by 


® Jefferson Gas Coal Co. v. Commissioner, 52 F.2d 120 (C. C. A. 3rd 1931), 
Judson Mills, 11 TC 25 (1948); Helser Machine and Marine Works, Inc., 39 B. T. A. 
644 (1939); Alexander W. Smith, Jr., Ex’r., 20 B. T. A. 27 (1930); E. G. Robert- 
son, 19 B. T. A. 534 (1930). 

“ Steve Lodzieski, 3 TCM 1056 (1944); Robert A. Taft, 27 B. T. A. 808 
(1933). 

“ Rotorite Corporation v. Commissioner, 117 F.2d 245 (C. C. A. 7th 1941); 
Watson v. Commissioner, 62 F.2d 35 (C. C. A. 9th 1932); Truman Bowen, 12 TC 
446 (1949); Independence Gold Mines Company, 1942 P-H B. T. A. MEM. DEC. f 
42,153, appeal dismissed, 30 A. F. T. R. 1700 (C. C. A. 9th 1942). The difficulty in 
determining whether there is a sale or lease on the basis of accumulated payments made by 
the lessee is aptly illustrated by the contrary conclusions reached in two recent cases relating 
to personal property and involving substantially identical government contract provisions. 
Compare Truman Bowen, supra (holding the transaction a sale), with Estate of Clarence 
B. Eaton, 10 TC 869 (1948) (holding the transaction a lease). 

“ Rankin v. Commissioner, 60 F.2d 76 (C. C. A. 6th 1932). 


* Steve Lodzieski, 3 TCM 1056 (1944); Alexander W. Smith, Jr., Ex’r., 20 
B; 'T. A. 27 (1930) . 


“ Alexander W. Smith, Jr., Ex’r., 20 B. T. A. 27 (1930). Both parties to the 
agreement were joined in this proceeding. 











Fall] TAX PROBLEMS 481 


express statutory provision.*® If this be the case, he will also lose a deduc- 
tion for interest and taxes, elements of which are necessarily included in the 
payments being made to the lessor-vendor.*® Furthermore, the same trans- 
action may not stand in the same light for both parties.47 The payments in 
the hands of the lessor-vendor may be deemed rental (ordinary) income 
until the lessee actually exercises his option to purchase.** For the lessor- 
vendor, this will serve to convert into ordinary income, amounts which 
might otherwise constitute partially or entirely a nontaxable recovery of 
cost or a capital gain. 


Effect of Suit For Specific Performance 


An interesting question arises where the vendor is obliged to resort 
to an action for specific performance. If the taxpayer is on a cash basis, 
successful conclusion of the suit and actual receipt of cash will be necessary 
before any gain will be realized. But assume that the vendor is an accrual 
basis taxpayer and tenders a marketable title and possession in the contract 
year. Due to court delays, the suit for specific performance is not concluded 
until the following year. Is the gain from the sale realized in the contract 
year or in the year in which the decree for specific performance is rendered? 
In a questionable decision, the Circuit Court of Appeals for the Third Cir- 


* The statute allows a deduction only for rent for the use of business (or income 
producing) property “‘to which the taxpayer has not taken or is not taking title or in 
which he has no equity.”” INT. REV. CODE § 23(a) (1) (A). In the following cases, 
a rental deduction was disallowed on the ground that the ‘‘lessee’’ was either acquiring title 
or an equity in the property: Rankin v. Commissioner, 60 F.2d 76 (C. C. A. 6th 1932); 
Jefferson Gas Coal Co. v. Commissioner, 52 F.2d 120 (C. C. A. 3rd 1931); Judson 
Mills, 11 TC 25 (1948); Steve Lodzieski, 3 TCM 1056 (1944); Goldfields of Amer- 
ica, Ltd., 44 B. T. A. 200 (1941) ; Helser Machine and Marine Works, Inc., 39 B. T. A. 
644 (1939); Robert A. Taft, 27 B. T. A. 808 (1933); Holeproof Hosiery Co., 11 
B. T. A. 547 (1928). If the “‘lessee’’ is denied a rental deduction, he should, in the 
alternative be allowed depreciation. Robert A. Taft, supra; Alexander W. Smith, Jr., 
Ex’r., 20 B. T. A. 27 (1930). 

“ This is by contrast with a sale secured by purchase money mortgage where the 
purchaser would be entitled to deduct interest and taxes paid or accrued. But in a recent 
case, the lessee-purchaser, who was denied a rental deduction, was allowed a deduction 
for interest which had been included as a factor in determining the periodic payments due 
under the purchase agreement. Judson Mills, 11 TC 25 (1948). 

“ This point can be readily deduced from the cases dealing with the respective 
parties. It has been specifically stated, however, in the following language: ‘‘Since tax 
deductions by the buyer are controlled by the language of the deduction provision of the 
statute, there is no necessary reciprocal relation between them and the taxation to the 
seller of the periodic payments received by him, . . .”” Goldfields of America, Ltd., 44 
B. T. A. 200, 202 (1941). 

“Estate of Clarence B. Eaton, 10 TC 869 (1948); Gilken Corporation, 10 TC 
445 (1948), aff'd, 5 P-H 1949 FED. TAX SERV. { 72,541 (C. C. A. 6th, July 14, 
1949) ; Indian Creek Coal & Coke Co., 23 B. T. A. 950 (1931); Edward E. Haver- 
stick, 13 B. T. A. 837 (1928). If the transaction be treated as a lease prior to the 
lessee’s exercise of his option, the lessor is entitled to a depreciation deduction. Estate 
of Clarence B. Eaton, supra. Interim payments treated as rental income are excluded in 
determining gain or loss on the sale at the time the option is exercised. Estate of Clarence 
B. Eaton, supra; Indian Creek Coal & Coke Co., supra. 
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cuit has held that the gain is realized in the contract year.t® The Circuit 
Court of Appeals for the Second Circuit, in a more recent decision,®° has 
taken the position that the transaction is not closed until conclusion of the 
litigation. The latter view is preferable since the purchaser’s refusal to 
complete the transaction raises a reasonable doubt as to realization. The 
vendor would not possess a legally established right to payment in the 
contract year, and the transaction would seem to fall squarely within the 
principle of North American Oil Consolidated v. Burnet.™ 


WHEN TO REPORT GAIN OR Loss 
Reporting Gain 


Assuming a closed transaction, there remains a question as to when a 
gain thereon must be reported. Where both the contract of sale and all pay- 
ments thereunder are consummated in the same taxable year, there is no 
problem. The gain is reported in the year of sale, whether the vendor is on 
a cash or accrual basis. But where payments extend beyond the year of sale, 
three alternative methods of reporting gain are available: (1) the deferred 
payment method; (2) the accrual method; and (3) the installment 
method. Selection of any one of these methods is dependent on several fac- 
tors, namely, the taxpayer’s basis for reporting income (cash or accrual), 
the form of the purchaser’s obligations, and the amount of the cash pay- 
ments made by the vendee in the year of sale. If the vendor reports income 
on a cash basis, his choice lies between the deferred payment method and the 
installment method. If he is on an accrual basis, however, he may be in a 
position to elect any one of the three methods of reporting gain. 

Deferred Payment Method. Under the deferred payment method, no 
gain on the sale is reported until the vendor has fully recovered his basis 
(tax cost) in cash or in property.5? The form of the purchaser’s future ob- 


“ Commissioner v. Northern Jersey Title Ins. Co., 79 F.2d 492 (C. C. A. 3d 

1935). 
eau v. Commissioner, 110 F.2d 157 (C. C. A. 2d 1940), cert. denied, 311 
U. S. 658, 61 Sup. Ct. 13 (1940). See note 35 supra. 

"286 U. S. 417, 52 Sup. Ct. 613 (1932). This decision is more often cited 
for the ‘‘claim of right doctrine’’—1.e., income actually received under a claim of right 
is taxable in the year of receipt even though the taxpayer may be required to repay the 
sum in a subsequent year. But the case also stands for the proposition that an accrual 
basis taxpayer does not realize taxable income if his right to an uncollected item, other- 
wise reportable, is being contested. The corollary of this rule denies an accrual basis 
taxpayer a deduction for an accrued and unpaid expense, the liability for which is being 
contested by the taxpayer. Dixie Pine Products Co. v. Commissioner, 320 U. S. 516, 
64 Sup. Ct. 364 (1944). 

% Internal Revenue Code § 111(a) provides that ‘‘the gain from the sale or other 
disposition of property shall be the excess of the amount realized therefrom over the 
adjusted basis... .’’ Section 111(b) states that ‘‘the amount realized from the sale or 
other disposition of property shall be the sum of any money received plus the fair market 
value of the property (other than money) received.’’ The regulations provide that under 
the deferred payment method “‘the obligations of the purchaser received by the vendor 
are to be considered as the equivalent of cash to the amount of their fair market value in 
ascertaining the profit or loss from the transaction.” U. S. Treas. Reg. 111, § 29.44-4 
(1943). 
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ligation has a material bearing on the operation of this method. If the 
purchaser's obligation is evidenced by promissory notes, bonds, mortgages, 
or other negotiable instruments or marketable securities, they must be in- 
cluded at their fair market value in determining gain in the year of sale. To 
this extent, the purchaser’s obligations are considered the equivalent of 
cash.** On the other hand, if the purchaser’s obligation is merely evidenced 
by his promise to pay incorporated in the contract of sale, the deferred pay- 
ments are not considered to have a fair market value for the purpose of de- 
termining gain and will not be taken into account until payment has 
actually been made.** This treatment squares with the cash method of 
accounting for income. Under the cash method, a taxpayer realizes income 
only by the receipt of cash or property having a fair market value. An 
obligation in the form of a negotiable instrument or other marketable se- 
curity is considered property to the extent of its present discountable value. 
But a mere contractual obligation standing alone is not treated as property 
having a present value regardless of the purchaser’s credit.®® 


If it can be shown that the purchaser’s obligations, even though evidenced by 
mortgage notes do not have a fair market value, no portion thereof will be included in 
determining realized gain until payment has been made. Fidelity Savings & Loan Co., 
44 B. T. A. 471 (1941). , 

“This rule has best been stated in Bedell v. Commissioner, 30 F.2d 622, 624 
(C. C. A. 2d 1929). There a cash basis taxpayer contended that the purchaser's promise 
to make future payments incorporated in a contract for the sale of real estate had a pres- 
ently ascertainable value so that the gain should be reported in the year the contract was 
executed rather than the subsequent year of payment. In this manner, the vendor hoped to 
offset heavy losses incurred in the contract year against the gain on the sale of the real es- 
tate. The court rejected his contention, saying: “If a company sells out its plant for a nego- 
tiable bond issue payable in the future, the profit may be determined by the present market 
value of the bonds. But if land or a chattel is sold, and title passes merely upon a promise 
to pay money at some future date, to speak of the promise as property exchanged for the 
title appears to us a strained use of language, when calculating profits under the income 
tax. . . . it is absurd to speak of a promise to pay a sum in the future as having a 
‘market value,’ fair or unfair.” 

® This is to say that, under the cash basis (deferred payment method) of account- 
ing for income, an open account is treated as having no market value. Recent litigation 
on this point would suggest that the rule is not wholly free of doubt, but the weight of 
authority clearly embraces this view. Rogan v. Mertens, 153 F.2d 937, 941 (C. C. A. 
9th 1946); Perry v. Commissioner, 152 F.2d 183, 187 (C. C. A. 8th 1945); Lynch’s 
Estate v. Commissioner, 150 F.2d 747, 749 (C. C. A. 2d 1945); Shuster v. Helvering, 
121 F.2d 643, 645 (C. C. A. 2d 1941); Alice G. K. Kleberg, 43 B. T. A. 277, 289 
(1941); William A. Hines, 38 B. T. A. 1061, 1070 (1938); Dudley T. Humphrey, 
32 B. T. A. 280, 282 (1935). In an earlier decision, the court reached this conclusion 
in a case involving a contractual obligation against the Standard Oil Company. Charles 
C. Ruprecht, 16 B. T. A. 919 (1929), Acq., VIII-2 CUM. BULL. 46 (1929), aff'd, 
39 F.2d 458 (C. C. A. 5th 1930). Contra: Commissioner v. Moir, 45 F.2d 356 
(C. C. A. 7th 1930). Similarly an individual purchaser’s promise to pay the vendor a 
life annuity as consideration for the property has been held not to have a fair market 
value. Commissioner v. Kann’s Estate, 174 F.2d 357 (C. C. A. 3d 1949); Bella Hom- 
mel, 7 TC 992 (1946); Frank C. Deering, 40 B. T. A. 984 (1939); J. Darsie Lloyd, 
33 B. T. A. 903 (1936), Non-Acq., XV-2 CUM. BULL. 39 (1936); accord, Evans 
v. Rothensies, 114 F.2d 958 (C. C. A. 3d 1940): cf. Burnet v. Logan, 283 U. S. 404, 
51 Sup. Ct. 550 (1931); Casatt v. Commissioner, 137 F.2d 745 (C. C. A. 3d 1943); 
Rocky Mountain Development Co., 38 B. T. A. 1303 (1938), Acq., 1939-2 CUM. 
BULL. 32; Teck Hobbs, 26 B. T. A. 241 (1932), Acq., XI-2 CUM. BULL. 5 (1932). 
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Although the deferred payment method is merely a descriptive term 
for reporting gain on a cash basis, it is not limited solely to cash basis tax- 
payers. Anomolous as it may be, it has been held that an accrual basis 
taxpayer may also utilize this method of reporting gain on the sale of real 
estate. In C. W. Titus, Inc.,°° an accrual basis taxpayer sold and assigned 
certain oil and gas leases in 1926 and received fifty percent of the selling 
price in the year of sale. By the terms of the contract, the balance of the 
consideration was payable by the vendee in the following year. A question 
arose as to whether the entire selling price should be accrued in the year of 
sale for the purpose of determining the vendor’s gain on the transaction. 
After determining that the transaction did not qualify for the installment 
method, it was first held that the taxpayer, being on an accrual basis, should 
report the deferred payments as income in the year of sale.*7 But on a re- 
hearing,®® the court concluded that an accrual basis taxpayer may compute 
income on the deferred payment method and that contractual obligations 
not represented by notes or bonds have no fair market value. This decision 
has been referred to with apparent approval in several subsequent opinions 
of the Tax Court.®® 

To illustrate the operation of the deferred payment method, assume 
that the vendor sold property in 1949 which had a basis of $10,000. The 
selling price was $25,000 of which $5,000 was paid in 1949, and the bal- 
ance was payable in equal amounts in the years 1950 and 1951. The 
purchaser’s obligation to make future payments was evidenced only by the 
contract of sale. No gain would be reported until the taxpayer recovered his 
basis of $10,000. Thereafter, the vendee’s payments would constitute tax- 
able gain and would be reported in the year of collection. 

Accrual Method. Under the accrual method, the entire gain on the 
sale is reported in the year in which the sale is closed, though all or a part of 
the payments on the contract are deferred beyond the current taxable year. 
Only the accrual basis taxpayer may elect to follow this method of report- 
ing income which is premised on the acquisition of a contractual obligation 
against the purchaser rather than actual receipt of cash or property. Using 
the example above, the gain of $15,000 would be reported in 1949. The 
vendee’s subsequent payments would have no effect on the vendor’s income 
tax liability. 


®33 B. T. A. 928 (1936), Non-Acq., XV-1 CUM. BULL. 46 (1936), app. 
dism’d., 88 F.2d 1007 (C. C. A. 10th 1937). 

32 Bs Ti. 322201935). 

5 See note 56 supra. 

® Journal Publishing Co., 3 TC 518, 524 (1944); Fidelity Savings @ Loan 
Co., 44 B. T. A. 471, 483 (1941); Alice G. K. Kleberg, 43 B. T. A. 277, 289 (1941). 

© There is an exception to this rule, however, where the deferred payments are 
contingent or conditional. In that event, no gain is realized until the amounts actually 
received exceed the basis of the property. Burnet v. Logan, 283 U. S. 404, 51 Sup. Ct. 
550 (1931) (cash basis taxpayer) ; Cassatt v. Commissioner, 137 F.2d 745 (C. C. A. 
3d 1943) (accrual basis taxpayer). 
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Installment Method. The installment method of accounting for gain 
permits either a cash or accrual taxpayer to report the gain as payments are 
made by the vendee. Each year the vendor returns as income that percent- 
age of the vendee’s payments which the “gross profit’’ on the sale bears to 
the “‘total contract price.’’ ** This method is contrary to both the cash 
(deferred payment) and accrual methods of accounting. Furthermore, it 
can only be elected in those instances where the payments made in the year 
of sale (‘‘initial payments’’) do not exceed thirty percent of the selling 
price.®? In the preceding illustration, the payments in the year of sale would 
amount to only twenty-five per cent of the selling price, and either a cash or 
accrual basis taxpayer could elect the installment method. Since the gross 
profit ($15,000) would equal sixty per cent of the selling price ($25,000), 
an equivalent portion of each year’s collections would be reported as in- 
come by the vendor. 

The following table illustrates the operation of the varicus methods 
of accounting for gain based on the example previously stated: 








TAXABLE GAIN REPORTED BY VENDOR 











YEAR VENDEE’S Deferred Payment Accrual Installment 
PAYMENTS “Method Method Method 

|). Seems reese $ 5,000 None $15,000 $ 3,000 

PR cricket vtec 10,000 $ 5,000 None 6,000 

MM has coittns Ciceecd evans: 10,000 10,000 None 6,000 

fC eer ote $25,000 $15,000 $15,000 $15,000 








Qualifying For and Electing The Installment Method. Being ex- 
pressly sanctioned by statute as a deviation from both the cash and accrual 
systems, there are certain technical requirements to be met in either qualify- 
ing for or applying the installment method. As previously noted, a tax- 
payer can only qualify to elect the installment method if “‘the initial 
payments do not exceed 30 per centum of the selling price.” ** This re- 
quirement applies to all sales of real estate, whether by a dealer or nondealer. 
Under the statute “‘ ‘initial payments’ means the payments received in cash 
or property other than evidences of indebtedness of the purchaser during 
the taxable period in which the sale or other disposition is made.” ** By 
contrast with the deferred payment method, the fair market value of the 
purchaser’s obligations (notes, purchase money mortgages, etc.) may be 


“Internal Revenue Code § 44(a) states this formula which is incorporated by 
reference in 44(b), relating to the installment method as it applies to real estate sales. 


@ Id. § 44(b). 
® Ibid. 
“ Ibid. 
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disregarded. This is so, even though the vendor in the year of sale discounts 
the purchaser’s notes which mature in subsequent years. It has been held 
that the proceeds realized in the year of sale from the disposition of the 
purchaser's future obligations are not part of the initial payments to be con- 
sidered in applying the thirty per cent rule because the amounts are not 
‘payments received” from the vendee.*® The Regulations now incorporate 
this rule.*° Mortgages on the property, whether or not assumed by the 
vendee, are not included in the initial payments except to the extent that the 
mortgage debt exceeds the vendor’s basis.*” 


The statute contemplates at least two payments, one in the year of 
sale and one in a subsequent period.** If there is no payment in the year of 
sale, the installment method may not be adopted, even though subsequent 
payments extend over more than one taxable period.® Year of sale or, to 
use the statutory language, ‘‘the taxable period in which the sale . . . is 
made”’ refers to the year in which the sale is closed. Payments received in a 
previous taxable period and prior to the closing of the transaction are ‘‘in- 
itial payments’”’ to be reported by the vendor in the subsequent year of sale 
and to be considered in applying the thirty per cent rule.7° For example, if 
the vendor receives a down payment in one year but does not transfer title 
or possession until the following year, the initial payments consist of the 
down payment plus the payments made in the year of closing. 

If the vendor has consummated several qualifying sales in the taxable 
year, he may elect the installment method of accounting for gain with re- 
spect to any one, a part, or all of the sales. He is not required to follow the 
same method for each and every transaction, whether he is a dealer or non- 
dealer.7! The installment method must be elected in the return filed for the 
year of sale.’* Failure to elect at that time constitutes a waiver of the right 
to utilize the installment method.”* 

Applying The Installment Method (Mortgaged Property). The 


® Duram Bldg. Corporation v. Commissioner, 66 F.2d 253 (C. C. A. 2d 1933). 

*U.S. Treas. Reg. 111, § 29.44-2 (1943). 

* See note 74 infra. 

INT. REV. CODE § 44(b). 

®U. S. Treas. Reg. 111, § 29.44-2 (1943); G. C. M. 12148, XII-2 Cum. 
BULL. 57 (1933). : 

Newaygo Portland Cement Co., 27 B. T. A. 1097 (1933); Warren National 
Bank, 22 B. T. A. 759 (1931), aff'd, 61 F.2d 325 (C.C. A. 3d 1932). 

™G. C. M. 3350, VII-1 CUM. BULL. 62 (1928). The regulations relating to 
the sale of real property in lots provide that ‘‘the sale of each lot or parcel will be treated 
as a separate transaction, and gain or loss computed accordingly.”’ U. S. Treas. Reg. 111, 
§ 29.22(a) (11) (1943). 

™ Sylvia S. Strauss, 33 B. T. A. 855 (1935), aff'd per curiam, 87 F.2d 1018 
(C. C. A. 2d 1937). But see United States v. Eversman, 133 F.2d 261, 266 (C.C. A. 
6th 1943). 

* Pacific Nat. Co. v. Welch, 304 U. S. 191, 58 Sup. Ct. 857 (1938). 
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technical rules for applying the installment method are based on the statu- 
tory terms set forth below. 


(A) “‘initial payments’’-—amounts paid by the vendee in the 
year of sale (discussed above) ; 

(B) “‘selling price’’—total consideration received by the vendor; 

(C) ‘“‘gross profit’’— (self-explanatory) ; 

(D) “‘total contract price’—amount received from the vendee, 
meaning ‘“‘selling price’’ less any encumbrances on the property 
not to exceed the vendor’s basis. 


Utilizing these factors, the basic rules of the installment method may be 
stated thus: (1) to qualify (A) must not exceed thirty per cent of (B); 
and (2) the percentage of the vendee’s payments to be reported as income is 
determined by the ratio which (C) bears to (D). If the property is free 
of encumbrances at the time of sale, little difficulty will be experienced in 
determining the respective factors. But existing mortgages and selling ex- 
penses lend irksome complications in applying the installment method. 
The following rules summarize the treatment of these items. 
(1) Mortgages: 

(a) In determining whether the transaction qualifies for the 
installment method, the existing mortgage on the property 
is included in the ‘‘selling price,” whether the vendor takes 
the property subject to the mortgage or assumes the 
mortgage."* 

(b) To the extent that the mortgage is equal to or less than 
the basis of the property, it is excluded from the “‘initial 
payments” and the “‘total contract price.” ® 

(c) To the extent that the mortgage exceeds the basis of the 
property, the excess is included in the “initial payments” 
and the “‘total contract price’ as if there had been a receipt 
of cash in that amount.”® 


(2) Selling expenses: 
(a) If the vendor is not a dealer, the selling expenses do not 
alter the ‘‘initial payments,” the “‘selling price,’’ or the 


™U. S. Treas. Reg. 111, § 29.44-2 (1943); Burnet v. S. @ L. Building Cor- 
poration, 288 U. S. 406, 53 Sup. Ct. 428 (1933). 

® Ibid. 

% Ibid. Rules (b) and (c) eliminate an existing mortgage from the vendee’s pay- 
ments to the extent that it does not exceed the vendor's basis, but treat any excess as if 
a cash payment in that amount were made by the vendee in the year of sale. In either 
case, the practical effect is to obviate the allocation of any gain to the payments subse- 
quently made by the vendee in liquidation of the existing mortgage. These rules were 
adopted in deference to administrative convenience since subsequent payments by the 
vendee on the existing mortgage could not be readily ascertained, either by the vendor or 
the government. 
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“total contract price’’ but do serve to reduce the “‘gross 
profit.”’ 7 In this manner, the selling expenses are allocated 
to the same taxable years as the installment payments. 

(b) If the vendor is a real estate dealer, the selling expenses 
are deductible from gross income as ordinary business ex- 
penses in the year paid or accrued and have no effect on any 
of the factors pertaining to the installment method.”* 








The application of the foregoing rules may be illustrated by assuming 
installment sales in which there are existing mortgages on the property: 
(I) one in which the mortgage is less than the vendor’s basis; and (II) one 
in which the mortgage exceeds the vendor’s basis. Consider the following 
basic facts in the application of the installment method to each of the two 


transactions where the vendor is not a dealer in real estate. 


(1) Basic facts: 








SELLING PRICE 











Trans- . Selling : Gross 
action Mortgage sets ese Total Expenses anes Profit (C) 
Assumed 1949 1950 1951 S.P. (B) 
C5 ieeres $ 5,000 $5,000 $7,000 $8,000 $25,000 $1,000 $10,000 $14,000 


(TT)... $10,500 


$4,500 $5,000 $5,000 $25,000 $1,000 $10,000 $14,000 








(2) 


installment method: 


Determining whether each transaction qualifies for the 


TRANSACTION 












































Initial Payments: (1) (1) 
Cash received in 1949.........0.00... $ 5,000 $ 4,500 
Excess of mortgage over basis... ........ 500 

Total initial payments........ $ 5,000 (A) $ 5,000 (A) 
Dest ite sds ececssicsininr $25,000 (B) $25,000 (B) 
Percentage to selling price.......... 25% 25% 
(3) Determining gross profit ratio: 

Total Contract Price: a 
Selling Price... ..c-ccccsscco-ssooes- $25,000 $25,000 
Less mortgage debt not in 

excess of basis............... $ 5,000 $10,000 
Total contract price............ $20,000 (D) $15,000 (D) 
ee $14,000 (C) $14,000 (C) 
Percentage of gross profit............ 70% 9314% 








7 BE, P. Greenwood, 34 B. T. A. 1209 (1936); Mrs. E. A. Giffin, 19 B. T. A. 


1243 (1930); U. S. Treas. Reg. 111, § 29.44-2 (1943). 


7° Cemeteries of America, 1938 P-H B. T. A. MEM. DEC. § 38,179; I. T. 2305, 


V-2 CUM. BULL. 108 (1926). 














TAX PROBLEMS 


(4) Allocating gain to the vendee’s payments: 























TRANSACTION 
(I) (It) 
Vendee’s Taxable Vendee’s Taxable 

Year Payments Gain (70%) Payments Gain (9314%) 
| ER eect: $ 5,000 (A) $ 3,500 $ 5,000 (A) $ 4,666.67 
I vs vuseuccdcaxeners over 7,000 4,900 5,000 4,666.67 
RMR 5052 Ais ses sa paveys, 8,000 5,600 5,000 4,666.66 

3) Saar Br decere $20,000 (Dj) $14,000 (C) $15,000 (D) $14,000 (C) 














Disposition of Installment Obligations. If the vendor discounts the 
vendee’s obligations with third parties, a gain will be realized to the extent 
that the proceeds exceed the basis of the obligations transferred,”® even 
though the vendor is liable as a surety.*° The basis of an installment obli- 
gation is the unrecovered apportioned basis of the property sold.** For ex- 
ample, assume that the vendor makes an installment sale of property having 
a basis of $10,000. The selling price is $25,000, and the vendee’s obliga- 
tions are evidenced by promissory notes. Each payment made by the vendee 
will represent forty per cent recovery of cost (basis of the property sold) 
and sixty per cent gross profit. If the vendor discounts a $1,000 note, the 
proceeds in excess of $400 (its basis) will constitute taxable gain. 

By the general rule of the statute, if installment obligations are trans- 
ferred at death rather than by sale or exchange, a taxable gain is realized to 
the extent that the fair market value exceeds the basis of the obligations 
transferred.*? By posting bond, however, the return of income may be de- 
ferred and reported as payments are made by the vendee in the same manner 
as if the decedent had survived.** 


Reporting Losses 


By contrast with profitable transactions, there are no alternative 
methods for reporting losses on the sale of real estate. The deduction of a 
loss is limited to business or investment property ** and may be taken only 


7 INT. REV. CODE § 44(d). 

® Alworth-Washburn Co. v. Helvering, 67 F.2d 694 (App. D. C. 1933); Elmer 
v. Commissioner, 65 F.2d 568 (C. C. A. 2d 1933). But apparently there is no realiza- 
tion of gain or loss if the transaction constitutes a mere pledge rather than a sale. See 
Elmer v. Commissioner, supra at 569; Miller Saw-Trimmer Co., 32 B. T. A. 931, 939 
(1935). 

| This rule is stated in the statute in the following language: ‘“The basis of the 
obligation shall be the excess of the face value of the obligation over an amount equal to 
the income which would be returnable were the obligation satisfied in full.’’ INT. REV. 
CODE § 44(d). 
® Ibid. 
8 Ibid.; U. S. Treas. Reg. 111, § 29.44-5 (1943). 
® INT. REV. CODE § 23(e) and (f). 
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in the year in which the sale is closed.** Thus cash and accrual basis tax- 
payers report losses on the sale of real estate in the same manner.** The in- 
stallment method is not applicable since by statute it may be elected only for 
the purpose of reporting gains.*’ 

A statutory provision which disallows the deduction of a loss incurred 
on the sale or exchange of property should be noted.** This restriction ap- 
plies to losses incurred on sales between related parties. The parties coming 
within this category are particularly specified in the statute but may be 
generally stated to include husband, wife, brother, sister, ancestor, lineal 
descendant, and a controlled corporation. 


Exchange of Real Estate 


There is one type of real estate transaction to be noted which results in 
neither taxable gain or deductible loss, even though there may have been an 


® The regulations state the rule in the following manner: ‘In general losses for 
which an amount may be deducted from gross income must be evidenced by closed and 
completed transactions, fixed by identifiable events, bona fide and actually sustained dur- 
ing the taxable period for which allowed.’’ U.S. Treas. Reg. 111, § 29.23 (e)-1 (1943). 
The requirements of a closed transaction are, as previously noted, a transfer of either 
possession or title. The decisions bearing on loss deductions relate, for the most part, to 
personal property and particularly to shares of corporate stock. The following situations 
are illustrative: (1) Losses on the sale of stocks which were placed in escrow, subject to 
withdrawal by the vendor if the purchaser did not complete payment by a specified date, 
were held not to have been incurred until release of the certificates to the purchaser. Stiver 
v. Commissioner, 90 F.2d 505 (C. C. A. 8th 1937); Solomon Silberblatt, 28 B. T. A. 
73 (1933), Acq., 1938-1 CUM. BULL. 27; cf. Charles H. Pratt, 3 TCM 423 (1944). 
(2) Loss on equipment sold under a lease-purchase agreement which provided for the 
transfer of title upon the expiration of the rental period was held not to have been sus- 
tained until expiration of the term. James C. Gallagher, 4 TCM 414 (1945). But cf. 
cases cited note 39 supra. (3) Loss on the sale of real estate at auction was held not 
to have been incurred until transfer of title and possession in the following year. Falls 
City Ice and Beverage Co., 27 B. T. A. 1346 (1933), Acq., XII-1 CUM. BULL. 5 
(1933). (4) Loss on the sale of stock placed in escrow together with the purchaser’s 
consideration was held not to have been sustained until the following year when both 
were released to the respective parties. Ganson Depew, 27 B. T. A. 515 (1933), Non- 
Acq., XII-1 CUM. BULL. 16 (1933). (5) But where no conditions were imposed, the 
losses on the sale of stocks were held to have been incurred in the contract year, even 
though transfer of possession and record ownership were delayed until the following year. 
These decisions were apparently premised on the intent of the parties that title to the 
specific shares should pass immediately upon execution of the contracts. Another per- 
suasive factor may have been the fact that the proceeds from the sales had been credited 
to the vendors’ brokerage accounts so that, for all practical purposes, the transactions were 
closed. Commissioner v. Robinson, 103 F.2d 1009 (C. C. A. 6th 1939) ; Commissioner 
v. Dashiell, 100 F.2d 625 (C. C. A. 7th 1938); Dee Furey Mott, 35 B. T. A. 195 
(1936), aff'd per curiam, 103 F.2d 1009 (C. C. A. 6th 1939); Rum! v. Commis- 
sioner, 83 F.2d 257 (C. C. A. 2d 1936); G. C. M. 21503, 1939-2 Cum. BULL. 205; 
cf, Harden F. Taylor, 43 B. T. A. 563 (1941), aff'd per curiam on other issues, 128 
F.2d 885 (C. C. A. 2d 1942). 

® For an accrual basis taxpayer, this method of reporting losses is consistent with 
the method of reporting gain. See p. 484 supra. But for a cash basis taxpayer, it pre- 
sents a variance, since receipt of cash or its equivalent is not required to establish a loss 
on a sale. See p. 482 supra. 

* Martin v. Commissioner, 61 F.2d 942 (C. C. A. 2d 1932), cert. denied, 289 
U. S. 737, 53 Sup. Cr. 656 (1933). 
INT. REV. CODE § 24(b). 
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actual economic gain or loss on the transaction. By express statutory pro- 
vision,®® if real estate “held for productive use in trade or business or for in- 
vestment’’ is exchanged for real estate ‘‘of a like kind’’ to be held for either 
of the same purposes, no gain or loss is recognized. Property of a like 
kind refers to property of the same nature or character and would include 
an interest in real property, whether a fee or somewhat lesser estate, whether 
the property was improved or unimproved, and whether the property was 
productive or unproductive.” 

This provision in the statute constitutes a potential tax-saving device 
for the taxpayer who wishes to liquidate business or investment real estate 
at a profit and reinvest the proceeds in similar property. He may find a 
buyer who presently owns or will immediately acquire property for direct 
exchange. But the exchange need not be direct, for it has been held that an 
indirect exchange comes within the statute. For example, the statute was 
applied where the taxpayer deeded his property to the buyer and received in 
exchange a deed to other real estate from a third party pursuant to arrange- 
ments made by the buyer.*? 

If the taxpayer gives ‘‘boot’’ in effecting the exchange, it merely 
serves to increase the basis of the property acquired.** If the taxpayer re- 
ceives “‘boot”’ in a profitable exchange of real estate, gain will be recognized, 
but not in excess of the “‘boot.”” ** The receipt of “‘boot,’’ however, does 
not alter the rule that no loss is recognized on an exchange.®* The addi- 
tional consideration is applied in reduction of the basis of the property 
acquired. 


BASIS (TAX COST) FOR DETERMINING GAIN OR Loss 


The gain or loss on the sale of real estate, or any property for that 
matter, is determined by the difference between the amount realized and the 
‘‘adjusted basis,’’ or tax cost of the property.°® The adjusted basis generally 


® Id. § 112(b) (1). 

© Other statutory nonrecognition provisions, not discussed herein, apply to the 
exchange of real estate for securities of a controlled corporation or for securities in the 
reorganization of a corporation. INT. REV. CODE § 112(b) (4) and (5). 

"U.S. Treas. Reg. 111 § 29.112 (b) (1)-1 (1943) ; Commissioner v. Crichton, 
122 F.2d 181 (C. C. A. 5th 1941). 

*®W.D. Haden Co., 5 TCM 251 (1946), aff'd, 165 F.2d 588 (C. C. A. 5th 
1948). 

% George E. Hamilton, 30 B. T. A. 160 (1934). 

“INT. REV. CODE § 112(c) (1). If the other party assumes or takes property 
subject to a mortgage, the taxpayer will be deemed to receive cash equivalent to the mort- 
gage debt. Gabe P. Allen, 10 TC 413 (1948); Walter F. Haass, 37 B. T. A. 948 
(1938); Estate of Theodore Ebert, Jr., 37 B. T. A. 186 (1938); Brons Hotels, Inc., 
34 B. T. A. 376 (1936). But cf. Commissioner v. North Shore Bus Co., 143 F.2d 
114 (C. C. A. 2d 1944). 

SINT. REV. CODE § 112(e). 
Id. § 111 (a). 
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represents the initial tax cost (unadjusted bases) increased by any capital 
additions and decreased by allowable depreciation occurring subsequent to 
acquisition.*? The unadjusted basis or initial tax cost of the property de- 
pends on two factors, the method of acquisition and the date of acquisition. 
A third factor might be added, namely, whether there is a gain or loss on the 
sale, since the statute in some instances provides a different basis for the 
determination of each. The following summary constitutes an outline of 
the more frequently encountered statutory rules governing unadjusted basis 
and a discussion of a few of the troublesome basis problems of the individ- 
ual taxpayer. 


Rules for Determining Unadjusted Basis 


Acquisition Prior to March 1, 1913.°° The unadjusted basis for de- 
termining gain on the sale of real estate acquired prior to March 1, 1913, is 
the greater of the bases otherwise provided under the statute (for property 
acquired by purchase, inheritance, gift, etc.) , adjusted to March 1, 1913, or 
the fair market value on that date. For determining loss, the basis is that 
otherwise provided, as adjusted to March 1, 1913. 

Acquisition by Purchase.®® The basis for determining both gain and 
loss on the sale of real estate acquired by purchase is the cost of the property 
to the taxpayer. 

Acquisition by an Exchange for Property of a Like Kind. The 
basis of property acquired in an exchange for property of a like kind is 
generally the same as that of the property transferred. If the taxpayer gives 
boot, the basis is increased accordingly. If the taxpayer receives boot and 
realizes a gain on the exchange, the basis is that of the transferred property 
reduced by the amount of boot received but increased by the amount of 
taxable gain. If the taxpayer receives boot but incurs a loss on the exchange, 
the basis of the acquired property is the basis of the transferred property re- 
duced by the amount received. 

Acquisition at Death.‘ The basis for determining both gain and loss 
on the sale of property acquired at death is generally the fair market value 
on the date of decedent’s death. But if the optional valuation date is 
adopted for federal estate tax purposes, the value on that date will govern. 

Acquisition by Gift Prior to January 1, 1921.'°? If the property were 
acquired by gift prior to January 1, 1921, the basis for determining both 
gain and loss is the fair market value at the date of acquisition. 


% Adjustments to basis for capital additions and depreciation are merely noted but 
not discussed herein. 

8% INT. REV. CODE § 113(a) (14) and (b)(1)(C); U. S. Treas. Reg. 111, 
§ 29.113 (a) (14)-1 (1943). 

INT. REV. CODE § 113(a). 

1 Td. § 113(a) (6); U. S. Treas. Reg. 111, § 29.113 (a) (6)-1. See p. 490 
supra for method of handling gains and losses on exchanges of this type. 

1 INT. REV. CODE § 113(a) (5); U. S. Treas. Reg. 111, § 29.113 (a) (5)-1 
(1943). 
12 INT. REV. CODE § 113 (a) (4). 
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Acquisition by Gift after December 31, 1920.1 If the real estate were 
acquired by gift subsequent to December 31, 1920, the basis for determin- 
ing gain is the same as that of the donor. For determining loss, the basis is 
the lesser of the basis of the property in the hands of the donor or the fair 
market value of the property on the date of the gift. 


Miscellaneous Basis Problems 


Real Estate Held In Joint Tenancy. The general rules outlined above 
apply in determining the basis of property held in joint tenancy. If it were 
acquired by purchase, the basis of the property is its cost. Furthermore, a 
surviving joint tenant succeeds to the basis of the property which existed 
prior to the death of the decedent, even though the latter may have fur- 
nished all the consideration.’ The provisions relating to the acquisition of 
property at death do not apply because the survivor acquires no interest in 
the property by ‘‘bequest, devise or inheritance.’’ 1° 

Real Estate Acquired By Gift In Contemplation of Death. Property 
transferred by gift in contemplation of death is includible in the estate of 
the donor for purposes of the federal estate tax.1°° This presents a question 
as to whether the basis of the property in the hands of the donee should be 
governed by the basis provisions relating to property acquired at death or 
those relating to property acquired by gift. Under the present statutory 
provisions, it has been held that the basis provisions applicable to gifts 
should apply.?* 

Life Estates and Remainder Interests. The basis problem becomes 
somewhat complex where the interests in the real estate are divided between 
a life tenant and a remainderman. This situation frequently arises in con- 
nection with property acquired at death. If either or both the life tenant 
and remainderman subsequently sell their respective interests, the Regula- 
tions provide that the basis (value at the date of decedent’s death adjusted 
to the date of sale) shall be allocated between the respective parties for the 
purpose of determining gain or loss.’ If, however, the life estate has 

18 Id. § 113 (a) (2). 

1% Under these circumstances, the property would be included in the decedent’s 
estate for federal estate tax purposes. INT. REV. CODE § 811 (e). 

1 Helen G. Carpenter, 27 B. T. A. 282 (1932), appeal dismissed, 68 F.2d 995 
(C. C. A. 7th 1934); I. T. 3785, 1946-1 CUM. BULL. 98. 

18 INT. REV. CODE § 811 (c). 

17 Rose M. Everett, 4 TCM 454 (1945); U. S. Treas. Reg. 111, § 
29.113 (a) (2)-1 (1943); accord, Speer v. Duggan, 5 F. Supp. 722 (S. D. N. Y. 1933) 
(interpreting Revenue Act of 1928, § 113[a][3]). 

18 The provision for allocation appears in the regulations in general terms. U. S. 
Treas. Reg. 111, § 29.113 (a) (5)-1(f) (1943). The specific formula for allocation 
and illustrations of its application appear in two Bureau rulings. I. T. 2076, III-2 
CUM. BULL. 18 (1924) (interests created by inter vivos gift); I. T. 3911, 1948-1 
CUM. BULL. 66 (interests created by will). This method of allocation was adopted in 
the following cases in computing the basis of life estates: McAllister v. Commissioner, 
157 F.2d 235 (C. C. A. 2d 1946) (life estate created by will), cert. denied, 330 U. S. 


826, 67 Sup. Ct. 864 (1947); Bell’s Estate v. Commissioner, 137 F.2d 454 (C.C. A. 
8th 1943) (life estate created by inter vivos gift). 
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terminated and the remainderman holds the fee interest in the property at 
the time of sale, his basis relates back to the value at the date of decedent's 
death, even though his interest may originally have been contingent.?° The 
same principles are applicable in the case of an inter vivos transfer of real 
estate by which the donor creates a life estate with a remainder over.'?° If 
a life estate or remainder interest is acquired by purchase, the cost thereof is 
the basis of the property.1* 

Real Estate Acquired In Liquidation Of A Business. The basis of real 
estate acquired in the liquidation of a business depends upon the form of 
the previously existing business organization. If the business were an indi- 
vidual proprietorship, the fact that the property had been used in a business 
could be ignored since the usual rules governing basis would apply. If it 
had been acquired by purchase, its cost would be its basis. If the business 
were a partnership, the basis of the real estate acquired upon liquidation 
would be the allocable portion of the basis of the taxpayer’s investment in 
the partnership.” If it were the only property acquired upon liquidation, 
its basis would be the entire basis of the taxpayer’s investment in the part- 
nership.*!* If the real estate were acquired upon liquidation of a corpora- 
tion, however, the basis would generally be the fair market value at the date 
of liquidation.1** This difference between the basis of property acquired 
upon liquidation of a partnership and that acquired upon liquidation of a 
corporation follows from the difference in the tax consequences of a liquid- 
ation to the partners on the one hand, and the shareholders on the other. If 
a partnership distributes its property in kind upon liquidation, no gain or 
loss is recognized at that time.**> But a distribution in kind upon liquida- 
tion of a corporation results in capital gain or loss to the respective share- 
holders, measured by the difference between the fair market value of 
the property received and the basis of their respective investments in 
the corporation.?"® 

Mortgaged Real Estate. A mortgage upon real estate is generally in- 
cluded in the taxpayer’s basis only if it were an encumbrance upon the 


1 Helvering v. Reynolds, 313 U. S. 428, 61 Sup. Ct. 971 (1941); U. S. Treas. 
Reg. 111, § 29.113 (a) (5)-1(b) (1) (1943). 

n° Uy, S. Treas. Reg. 111, § 29.113 (a) (2)-1 (1943); see note 108 supra. 

11H. Edward Wolff, 7 TC 717 (1946) (life estate acquired by purchase) . 

42 INT, REV. CODE § 113 (a) (13); U.S. Treas, Reg. 111, § 29.113 (a) (13) -2 
(1943). 

48 The basis of a partner’s investment in a partnership includes the adjusted cost 
of his original investment plus his share of the taxed and undistributed earnings of the 
partnership since he became a partner. U. S. Treas. Reg. 111, § 29.113 (a) (13) -2 
(1943). 

14 Texas-Empire Pipe Line Co., 10 TC 140 (1948), Non-Acq., 1948-2 CuM. 
BULL. 6; Marcus Schlitt, 7 TCM 354 (1948); American Printing Co., 27 B. T. A. 
1270 (1933), Acq., XIII-1 CUM. BULL. 1 (1934), appeal dismissed without written 
opinion, (C. C. A. Ist, October 11, 1933). 

45U. S. Treas. Reg. 111, § 29.113 (a) (13)-2 (1943). 

US INT. REV. CODE § 115(c); U. S. Treas. Reg. 111, § 29.115-5 (1943). 
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TAX PROBLEMS 
property at the time of acquisition. Thus if the taxpayer executed a 
purchase money mortgage, assumed an existing mortgage, or took the prop- 
erty subject to an existing mortgage, the mortgage debt would constitute 
part of the initial cost and would be included in the basis. This is also true 
of property acquired at death subject to a mortgage.’*7 A mortgage placed 
upon property after its acquisition may be included in the amount realized 
on a subsequent sale if the purchaser assumes the mortgage or takes the 
property subject thereto.’!* But it does not affect the taxpayer’s basis unless 
the proceeds thereof are applied to capital improvements on the property. 
Improvements by Lessee. Under present statutory provisions, im- 
provements of real estate by a lessee do not constitute income to the lessor, 
nor do they affect the basis of the property in the hands of the lessor.**® 
The basis of the property in the hands of the lessor remains the same as 
before the erection of the improvements for both the computation of de- 
preciation and the determination of gain or loss on a subsequent sale. 


HOLDING PERIOD 


The holding period of real estate is of importance in applying the 
capital gain and loss provisions }*° and the provisions of Section 117 (j). 
In each instance, the application thereof depends upon whether the prop- 
erty has been held for more than six months. 

In point of time, the holding period usually parallels the basis of 
the property and begins with the date as of which the unadjusted basis 
is determined. The holding period of property acquired by purchase is 
computed by excluding the date of acquisition and including the date of 
sale.124_ The holding period of property acquired at death begins with the 
date of death.’ 

In some instances, the property sold will have a “‘substituted basis” 
—that is, the same basis as it had in the hands of a prior holder or the same 
basis as other property previously held by the taxpayer.’”? In that event, 
the taxpayer’s holding period will include the holding period of the prior 
holder or the holding period of the property previously owned, as the case 


™7 Crane v. Commissioner, 331 U.S. 1, 67 Sup. Ct. 1047 (1947). 
8 For example, see p. 488 infra. 

U9 INT. REV. CODE §§ 22(b) (11) and 113(c). 

10 INT. REV. CODE § 117 (a). 


11 EB, T. Weir, 10 TC 996 (1948), aff'd per curiam, 173 F.2d 222 (C. C. A. 3d 
1949); Harriet M. Hooper, 26 B. T. A. 758 (1932), appeal dismissed without written 
opinion, (C. C. A. 2d, January 30, 1933); I. T. 3287, 1939-1 Cum. BULL. 138. 

2 McFeely v. Commissioner, 296 U. S. 102, 56 Sup. Ct. 54 (1935); Helvering 
v. Gambrill, 313 U. S. 11, 61 Sup. Ct. 795 (1941); U. S. Treas. Reg. 111, § 
29.113 (a) (5)-1(b) (1). 

18 INT. REV. CODE § 113 (b) (2). 
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might be.!*4 For example, if the property were acquired by gift subsequent 
to December 31, 1920, the taxpayer's holding period would include 
that of the donor.’*> If the property were acquired in an exchange for 
property of a like kind, the holding period would include the holding 
period of the property transferred. 


CHARACTER OF THE GAIN OR Loss 


After ascertaining that the transaction is closed and after determining 
the amount of gain or loss thereon, there remains a question as to the 
proper place of the item in the tax return. If there is a gain, is it to be 
reported as ordinary income, or is it to be treated as a capital gain? If 
there is a loss, is it deductible in full as an ordinary loss, or is it subject 
to the capital loss limitations? 

The following rules summarize the treatment of gains and losses on 
the sale of real estate: 

(1) If the taxpayer held the real estate for sale in the ordinary 
course of his trade or business, the gain or loss on the trans- 
action will be reported as ordinary income or business loss, 
as the case might be. The question turns on whether the 
vendor is a “‘dealer’’ in real estate. 

(2) If the taxpayer used the real estate in his trade or business 
and held the property for more than six months the transac- 
tion will come within the provisions of Section 117(j). A 
gain on the sale will be treated as a long-term capital gain 
and the maximum tax thereon limited to twenty-five per 
cent. On the other hand, a loss will be allowed in full as 
a deduction from ordinary income, subject to the limitations 
of Section 117(j). In this case, the question turns on what 
constitutes the use of real estate in the taxpayer’s trade or 
business. 

(3) The foregoing classes of real estate are expressly excluded 
from the category of capital assets.1** If, therefore, the prop- 
erty does not come within either of the preceding rules, it 
will constitute a capital asset, and the capital gain and loss 
provisions will apply. The gain or loss will be a short-term 
or long-term capital gain or loss depending on whether the 
property was held for more than six months. 


INT. REV. CODE § 117(h) (1) and (2). The holding period of property re- 
ceived as a distribution in kind by a partnership relates back to the date of acquisition by 
the partnership. G. C. M. 11557, XII-1 CUM. BULL. 128 (1933); G. C. M. 20251, 
1938-2 CUM. BULL. 169. 

“© But if the fair market value at the date of the gift is less than the donor’s basis 
and the property is subsequently sold at a loss measured by the former, the holding period 
begins as of the date of the gift. I. T. 3453, 1941-1 CUM. BULL. 254. 

8 INT. REV. CODE § 117 (a) (1). 


























































TAX PROBLEMS 


Is the Taxpayer a Dealer in Real Estate? '*" 


There is a risk in the profitable sale of real estate that the commis- 
sioner will classify the taxpayer as a ‘“‘dealer”’ and tax the gain as ordinary 
income. This follows from the fact that under the statute ‘‘property held 
by the taxpayer primarily for sale to customers in the ordinary course of 
his trade or business’’ qualifies neither as a capital asset '** nor for special 
treatment under Section 117(j). If, on the other hand, there is a loss on 
the transaction and the real estate is not property ‘‘used in a trade or busi- 
ness,’ the taxpayer may be tempted to claim a ‘‘dealer’’ status to take a 
full loss deduction. The cases concerned with the question as to what 
constitutes being in the business of selling real estate are perhaps as unsat- 
isfactory as they are numerous. Since each case turns on its particular facts, 
it is fairly impossible to satisfactorily rationalize many of the decisions.’ 
With this bit of forewarning, the following conclusions are ventured. 


In the first place, the taxpayer need not be actively or primarily en- 
gaged in the sale of real estate to be classified as a dealer. Sales through 
agents and brokers will be attributed to the taxpayer.4*%° On the other 
hand, the fact that the taxpayer is regularly engaged in the real estate busi- 
ness does not prevent his acquiring and holding real estate as investment 
property. If this can be satisfactorily established, a gain on the sale of the 
property will be treated as a capital gain under Section 117 (j).1* 


The transaction in which the taxpayer is generally held to be a dealer 
is that of subdividing real estate for sale.1*? At the other extreme, the 
isolated and casual sale of investment real estate held for the production 
of income does not constitute the business of selling real estate.** Trans- 


7 This caption was suggested in the excellent treatment given this problem by 
Allison, When and How To Be A Dealer Rather Than An Investor, PROCEEDINGS OF 
NEW YORK UNIVERSITY SIXTH ANNUAL INSTITUTE ON FEDERAL TAXATION 444, 454 
(1948). 

48 INT. REV. CODE § 117 (a) (1). 


19 F.g., compare White v. Commissioner, 172 F.2d 629 (C. C. A. 5th 1949) 
(holding taxpayer a dealer), with Fahs v. Crawford, 161 F.2d 315 (C. C. A. 5th 1947) 
(holding taxpayer was not a dealer). 


4 Ehrman v. Commissioner, 120 F.2d 607 (C. C. A. 9th 1941), cert. denied, 
314 U. S. 668, 62 Sup. Ct. 129 (1941); Richards v. Commissioner, 81 F.2d 369 
(C. C. A. 9th 1936). 

481 Nelson A. Farry, 13 TC No. 3 (1949). 


182 McFaddin v. Commissioner, 148 F.2d 570 (C. C. A. 5th 1945); Brown v. 
Commissioner, 143 F.2d 468 (C. C. A. 5th 1944); Gruver v. Commissioner, 142 F.2d 
363 (C. C. A. 4th 1944); Lizzie M. Jackson, 5 TCM 271 (1946). But cf. Fahs v. 
Crawford, 161 F.2d 315 (C. C. A. 5th 1947); Boomhower v. United States, 74 F. 
Supp. 997 (N. D. Iowa 1947). 

188512 W. Fifty-Sixth St. Corp. v. Commissioner, 151 F.2d 942 (C. C. A. 2d 
1945) (loss held to be a capital loss) ; Harriss v. Commissioner, 143 F.2d 279 (C.C. A. 
2d 1944) (loss held to be a capital loss); Ashton C. Jones, Jr.. 1 TCM 816 (1943) 
(gain held to be a capital gain) ; Wineman Realty Co., 1 TCM 791 (1943) (loss held 
to be a capital loss). 
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actions which fall between these two extremes give the greatest difficulty 
of prediction. In any event, several factors are considered by the courts in 
determining whether the taxpayer is a dealer. One writer, on the basis of 
a thorough analysis of the cases, has summarized them as follows: 


(1) Frequency and continuity of the transactions. 
(2) Purpose of the acquisition. 

(3) Proximity of sale to purchase. 

(4) Activity. 


These factors are interrelated and are present in varying degrees in 
the cases. Although the first is considered the most important, it is difficult 
to isolate any single factor as conclusive. 


This dilemma is illustrated by comparing a few cases involving prop- 
erty originally acquired for business use and subsequently sold in lots or 
tracts. Where the taxpayer acquired land for farming adjacent to a metro- 
politan area and subsequently subdivided the property, he was held to be 
engaged in the business of selling real estate.** But where the taxpayer 
acquired platted lands adjacent to a city for use in his nursery business and 
subsequently sold lots therefrom through unsolicited sales, he was held 
not to be a dealer, and the gain was taxed as capital gain.*** In the latter 
case, although there had been a sale of 25% lots during the taxable year, 
the court was persuaded by the fact that the taxpayer took no active part 
in either the development or the sale of the property and concluded that 
the transactions constituted a passive liquidation of business property.?37 
In another case,** a company engaged in the manufacture of lumber owned 
approximately 17,000 acres of cut-over timber lands which it divided into 
tracts varying from 10 to 3,200 acres and actively engaged in the sale 
thereof, many being sold on an installment basis. In the taxable year in 
question, its income on these sales exceeded $86,000. It was held that these 
transactions constituted the orderly liquidation of business property and 
that the taxpayer was not engaged in the business of selling real estate. 

In the decisions relating to the sale of individual pieces of property 
which were acquired by foreclosure to protect business and investment 
loans or advances, it has been generally held that the taxpayer is not en- 


1 Fink, Dealing in Real Estate, 2 TAX L. REV. 111 (1946). 

8 Oliver v. Commissioner, 138 F.2d 910 (C. C. A. 4th 1943) (gain held to be 
ordinary income) ; Richards v. Commissioner, 81 F.2d 369 (C. C. A. 9th 1936) (gain 
held to be ordinary income). 

1 Frieda E. J. Farley, 7 TC 198 (1946). 

3 Id. at 203. 


8 Three States Lumber Co. v. Commissioner, 158 F.2d 61 (C. C. A. 7th 1946), 
reversing 4 TCM 955 (1945). 
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gaged in the business of selling real estate.*** But if the taxpayer subdivides 
property so acquired, he will probably be considered a dealer.'*° 


Is the Property Used in a Trade or Business? 


As previously noted, real property used in a trade or business is 
expressly excluded from the definition of capital assets.14 But by special 
provision in Section 117(j), a gain on the sale thereof will be treated as 
long-term capital gain if the property has been held for more than six 
months. A loss will generally be deductible in full as an ordinary loss, 
subject, however, to the provisions of Section 117 (j). 

Property actually used in the taxpayer’s principal trade or business 
obviously falls in this category. The proper classification is less apparent, 
however, where unproductive real estate is originally acquired for business 
use but plans for its improvement are subsequently abandoned and the 
property sold. In one case, it was held that under these circumstances, the 
property was, nevertheless, used in the taxpayer’s trade or business and 
that the loss thereon was deductible in full.** 

Anomolous as it may seem, however, it is not necessary that produc- 
tive real estate actually be used in the taxpayer’s principal trade or business. 
Under the decisions to date, it is only required that the property be held 
for the production of income to fall in this classification.*** Consequently, 
any investment real estate held for the production of income is property 
used in a trade or business, and a gain or loss on the sale thereof will be 
treated as indicated above. 

Operation Of Section 117(j). Where the transactions occur in the 
same taxable year, Section 117(j) provides for consolidating gains and 
losses from (1) the sale or exchange of property used in a trade or busi- 
ness and (2) involuntary conversions of both business property and capi- 
tal assets, all of which have been held more than six months. If the gains 
exceed the losses, the difference is taxed as a long-term capital gain. If the 
losses exceed the gains, the excess is deductible in full from ordinary income. 


1 Kanawha Valley Bank, 4 TC 252 (1944) (gain held to be capital gain), Acq., 
1946-1 CUM. BULL. 3; Thompson Yards, Inc., 1 TCM 822 (1943) (loss held to be 
a capital loss) ; Thompson Lumber Co., 43 B. T. A. 726 (1941); G. C. M. 24910, 
1946-1 CUM. BULL. 101. 

4 White v. Commissioner, 172 F.2d 629 (C. C. A. 5th 1949); Ehrman v. Com- 
missioner, 120 F.2d 607 (C. C. A. 9th 1941), cert. denied, 314 U. S. 668, 62 Sup. Ct. 
129 (1941). 

41 INT. REV. CODE § 117 (a) (1). 

18 Carter-Colton Cigar Co., 9 TC 219 (1947), Acq., 1947-2 CUM. BULL. 1. 
But where unproductive real estate had been acquired for business use twenty-two years 
prior to sale and never used for that purpose due to zoning restrictions existing at the 
time of acquisition, the loss on the sale was held to be a capital loss. Montell Davis, 11 
TC 538 (1948). 

8 F.g., George W. Carnrick, 9 TC 756 (1947), Acq., 1948-1 CUM. BULL. 1; 
Leland Hazard, 7 TC 372 (1946), Acq. 1946-2 CUM. BULL. 3; Quincy A. Shaw 
McKean, 6 TC 757 (1946); N. Stuart Campbell, 5 TC 272 (1945); Estate of Annie 
Gibney, 4 TCM 878 (1945); John McNeil Burns, 4 TCM 143 (1945). 
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NET OPERATING Loss DEDUCTION 


Section 122 provides that a ‘‘net operating loss’ incurred in a par- 
ticular taxable year may be carried back two years and forward two years, 
in that order, in reduction of taxable income of the preceding and subse- 
quent years. If the loss on the sale of real estate exceeds the taxable income 
for the year, a question arises as to whether the excess qualifies as a net 
operating loss under the statute. The cases to date strictly construe the 
statute ** and hold that the net operating loss provisions apply only to 
business losses. The taxpayer must be engaged in the business of selling 
real estate to enjoy the benefits of the statute—that is, he must be a dealer. 
Thus losses on the sale of farm lands,’** a citrus fruit ranch,?** and real 
estate held for rental purposes ‘*7 have been held not to constitute ‘‘net 
operating losses’ under the statute. 


RESIDENCE PROPERTY 


There are a few special problems relating to residence property which 
should be noted. A gain on the sale of property used as the taxpayer's 
residence is taxable as a capital gain. But a loss on the sale of property 
used as the taxpayer’s residence is not allowed as a deduction since it is 
in the nature of a personal living expense.*** The basis for determining 
taxable gain on the sale of a residence is its undepreciated cost to the tax- 
payer, since depreciation is not allowed during the period that it is so 
used.?*° 

If the taxpayer has converted his residence to rental property prior 
to sale, the property will be classed as property used in a trade or business, 
and a gain or loss thereon will come within Section 117 (j).*°%° The basis 
for determining gain on the sale of a converted residence is cost less depre- 
ciation allowable during the period that the property was held for the 
production of income. The basis for determining loss, however, will be 
the lesser of (1) cost or (2) fair market value at the date of conversion, 
as the case might be, less allowable depreciation.’*! This latter rule prevents 


14 Internal Revenue Code § 122(d) (5), relating to individual taxpayers, provides 
that in computing the net operating loss, deductions “‘not attributable to the operation of 
a trade or business regularly carried on by the taxpayer shall . . . . be allowed only to the 
extent of the amount of the gross income not derived from such trade or business.” 

“87 azier v. United States, 170 F.2d 521 (C. C. A. 8th 1948); Hartwig N. 
Baruch, 11 TC 96 (1948), appeal pending, C. C. A. 2nd; Joseph Sic, 10 TC 1096 
(1948), appeal pending, C. C. A. 8th. 

“ Milton H. Pettit, 7 TCM 357, aff'd, 5 P-H 1949 FED. TAX SERV. { 72,483 
(C. C. A. 5th, June 3, 1949). 

“™ Claudia N. S. Schamberg, CCH TC MEM. DEC. ff 17,082(M) (1949). 

*8 INT. REV. CODE § 23(e); U. S. Treas. Reg. 111, § 29.23 (e) (1) (1943). 

1 See U. S. Treas. Reg. 111, § 29.23 (e) (1) (1943). 

Heiner v. Tindle, 276 U. S. 582, 48 Sup. Ct. 326 (1928); U. S. Treas. 
Reg. 111, § 29.23 (e)-1 (1943). 

7 Quincy A. Shaw McKean, 6 TC 757 (1946). 
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the deduction of a loss resulting from depreciation in value which occurred 
during the period that the property was used as a residence. 

The decisions require actual renting of the property to effect a con- 
version. Vacating one’s residence and listing it for sale or rent is insufficient 
to constitute an appropriation to the production of income and a loss on 
the sale thereof will not be allowed.**? If the residence were inherited, how- 
ever, and not occupied by the taxpayer, actual renting prior to sale is not 
required. If the taxpayer holds the property for sale or rent with no inten- 
tion of occupying it as his own residence, a loss on the sale will be 
allowed.?** The holding period of residence property dates from its origi- 
nal acquisition, even though it may have been subsequently converted to 
rental use.**¢ 

Finally, property used as a taxpayer's residence does not come within 
the nonrecognition provisions relating to exchanges for property of a like 
kind. Section 112(b) (1) applies only to “property held for productive 
use in trade or business or for investment.’’ Consequently, a gain upon 
the exchange of one residence for another will be taxable. If the taxpayer's 
residence has been converted to rental property, however, an exchange for 
property of a like kind would come within the statute. 


‘ 


PROPERTY TAXES AND THE SALE OF REAL ESTATE 


General property taxes, whether or not assessed upon property used 
in a business, are deductible for income tax purposes.’** But a purchaser 
of real estate, who is contractually bound to pay all or a part of the current 
property taxes, may discover to his dismay that this is not true of the par- 
ticular taxes subsequently paid by him. If prior to sale the taxes for the 
current year have become a lien upon the property or have become a per- 
sonal obligation of the vendor, the purchaser is denied a deduction.?* 
This is true even though the vendee is obligated by the terms of the contract 
to bear the charges and the parties have arrived at a reasonable allocation 
of the taxes based on the fractional part of the (property tax) year which 
had expired prior to the date of purchase. This rule which denies the 
purchaser a deduction for taxes paid is premised on the following alterna- 


158 Morgan v. Commissioner, 76 F.2d 390 (C. C. A. 5th 1935), cert. denied, 296 
U. S. 601, 56 Sup. Ct. 117 (1935). 

*8N. Stuart Campbell, 5 TC 272 (1945). 

4 Kay Kimbell, 41 B. T. A. 940 (1940). 

“8 INT. REV. CODE § 23(c). 

“@ Magruder v. Supplee, 316 U. S. 394, 62 Sup. Ct. 1162 (1942); Gilken Cor- 
poration, 10 TC 445 (1948), aff'd, 5 P-H 1949 FED. TAX SERV. f 72,541 (C.C. A. 
6th, July 14, 1949). But if the taxes have not become a lien upon the property or a 
personal liability of the vendor at the time of the sale, the vendee is entitled to a deduc- 
tion. Commissioner v. Milner Hotels, Inc., 173 F.2d 566 (C. C. A. 6th 1949) ; Com- 
missioner v. Adda, Inc., 171 F.2d 367 (C. C. A. 2d 1948). 
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tive grounds:'** (1) taxes which have become a lien on the property 
prior to sale stand in the same light as any other encumbrance, such as a 
mortgage; and (2) taxes are deductible only by the one upon whom they 
are imposed so that taxes which have become a personal obligation of the 
vendor prior to sale are not deductible by the vendee. In either event, the 
purchaser is merely making a payment of part of the purchase price—a 
capital expenditure; he is not paying taxes as such, since he is either liq- 
uidating an encumbrance on the property or paying a debt of the vendor. 

With respect to allocated current taxes, as distinguished from accrued 
delinquent taxes, there appears to be little or no justification for this rule. 
It does not square either with the realities of the situation or with sound 
business and accounting practice.°* The taxes for the current year are cur- 
rent expenses relating to the ownership of the property. The vendor and 
vendee obviously regard current taxes in this light when they effect a rea- 
sonable allocation based on their respective periods of beneficial posses- 
sion.*® It is only for income tax purposes that the payment of an allocable 
part of the current year’s taxes by the vendee is regarded as a capital expen- 
diture. For these reasons, a statutory change is desirable. Until then, how- 
ever, the parties must be fully cognizant of the income tax status of 
current property taxes. 

In Illinois property taxes become a lien on real estate as of April 1 
of each year,?®° but the tax bill is not rendered and is not payable until 
the following year. If the purchase is consummated on or prior to April 1, 
the purchaser will be entitled to deduct the taxes applicable to the year of 
sale.1*: If the purchase is consummated subsequent to April 1, only the 
vendor will be entitled to a deduction for the current year’s property taxes. 
From an income tax standpoint, it would be preferable in each instance to 
allocate all the property taxes to the party who may take a specific deduc- 
tion therefor from taxable income. This is particularly true in the case 
of business real estate.1®? Necessary adjustment in the sale price can be made 
by the parties to offset the allocation of this item. 

If the purchaser is not entitled to deduct the property taxes which 
have been paid by him, two corollary conclusions seem to follow in ac- 
counting for the vendor’s side of the transaction. In the first place, the 
taxes paid by the vendee should be included in the vendor's selling price 


7” Magruder v. Supplee, 316 U. S. 394, 398, 62 Sup. Ct. 1162, 1165 (1942). 

8 Edelmann, Is Income Tax Accounting ‘‘Good’’ Accounting Practice?, 24 TAXES 
112, 118 (1946). 

*° Ward, The Contract—Its Content and Significance, supra at p. 380. 

7 ILL. REV. STAT., c.120, § 697 (1947). 

*8 Under the Illinois statutes, the purchaser of property on April 1 is considered 
the owner on that day. ILL. REV. STAT., c. 120, § 509 (1947). 

* Tt is less true of residence property, since the respective parties may find it advan- 
tageous to elect the optional standard deduction rather than take a specific deduction for 
items of this nature. INT. REV. CODE § 23 (aa). 
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for the purpose of computing gain or loss on the sale. Secondly, the vendor 
should be entitled to a deduction for the entire amount of taxes for the 
year. It is as if the taxes were paid by the purchaser as agent of the 
vendor.*®* This would be advantageous to the vendor if the gain or loss 
on the sale were a capital gain or loss, since the property taxes would apply 
in full as a deduction from ordinary income. 


SUMMARY 


The following suggestions are submitted in connection with the sub- 
stantive matters discussed under the various captions: 


(1) The taxpayer-vendor can initially control the year in 
which gain or loss is to be reported by controlling the year 
in which the sale is closed. This may be of advantage where 
gains and losses can be offset against each other by being 
placed in the same tax year. 

(2) Where the gain on the sale of real estate constitutes ordi- 
nary income, the installment method spreads the gain over 
the payments made by the purchaser and serves to keep the 
gain in the lower tax brackets. 

(3) Where the gain is a capital gain, the installment method 
permits the taxpayer to offset future capital losses against the 
capital gain from the current sale which would be reported 
in future periods. 

(4) The escrow device may prove advantageous to a vendor 
reporting gain on a sale under the deferred payment method. 
The notes of the purchaser can be placed in escrow and the 
proceeds distributed to the vendor when paid. This would 
obviate a taxable gain in the year of sale based on the fair 
market value of the purchaser’s obligations. 

(5) Where it is advantageous to do so and where circumstances 
permit, it is advisable to plan Section 117 (j) transactions to 
take full advantage of the deduction provisions. It should 
be remembered that to the extent that there are gains coming 
within Section 117 (j), losses thereunder are converted from 
ordinary losses deductible in full to long-term capital losses 
deductible only by one-half. 

(6) Both the vendor and the vendee may find it advisable to 
allocate current real property taxes in such a manner as to 
assure an income tax deduction to the party who is obligated 
to pay them. 


8 Norman Cooledge, 40 B. T. A. 1325 (1939), Acq., 1940-1 CUM. BULL. 2. 
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CONCLUSION 


From the discussion herein, it is apparent that the income tax conse- 
quences of real estate transactions have many facets. It is equally apparent 
that many aspects have not been thoroughly developed in these pages and 
some have been omitted. But it is hoped that the contents will afford a 
perspective of the principal factors to be noted in handling real estate 
transactions. If this purpose has been met, the inadequacies may be 
warranted. 
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Notes 


THE RELATIONSHIP BETWEEN THE 
ATTORNEY - GENERAL AND THE 
STATE’S ATTORNEY IN ILLINOIS 


In Illinois the legal affairs of the state are handled by two officers, the 
Attorney-General and the state’s attorney. Operating in the same branch 
of the government and performing similar duties, they often find them- 
selves acting on the same problem at the same time. Immediately the ques- 
tion arises as to the relation one bears to the other. Does the Attorney- 
General have control over the state’s attorney? Or are the offices separate 
and independent, one from the other? The Illinois courts have never 
squarely answered these questions. Furthermore, the matter is complicated 
by several constitutional provisions. This note will look into the powers 
possessed by these two offices and the relationship resulting therefrom. 

The office of Attorney-General is created by the Illinois constitution: 
‘The executive department shall consist of . . . [an] Attorney-General 
. . . [He] shall perform such duties as may be prescribed by law.’’! Un- 
like the other officers provided for in this clause, the Attorney-General had 
a counterpart at common law. Since the end of the seventeenth century, an 
officer has existed in England whose duty it has been to represent the crown 
in the legal affairs of the state. He has had the title of Attorney-General.” 
Thus when a case arose in 1886, just after the adoption of the Illinois 
constitution, it was not surprising to see the Illinois Court hold that the 
phrase imposing upon the Attorney-General such duties as may be pre- 
scribed by law included those duties which were possessed by an Attorney- 
General at common law. The Court said: ‘“There is no difficulty in inter- 
preting this constitutional provision as referring to those prescribed by any 
law, statutory or otherwise, by which the duties of the Attorney-General 
are defined. Since the common law of England is expressly adopted in this 
state insofar as applicable, if not changed by statute, a duty required of the 
Attorney-General by the rules of common law is as much a duty required 
by law as though it were imposed by the express mandate of a statute.’’ * 
This result is even less surprising when we take into account the fact that 
it seems to be by far the majority rule in the United States. However, the 


1ILL. CONST. ART. V, § 1. 


2 Holdsworth, The Early History of the Attorney and Solicitor General, 13 ILL. L. 
REV. 602 (1918). 


* Hunt v. The Chicago and Dummy Ry. Co., 20 Ill. App. 282 (1st Dist. 1886), 
rev'd on other grounds, 121 Ill. 638, 13 N. E. 176 (1887). 


“See cases cited in 7 C. J. S. 1213; 16 N. C. L. REV. 282 (1938). 
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Illinois Court went further in a later decision and reached a result unique 
among the states today,® that is, that the legislature cannot strip the 
Attorney-General of these common law powers. The Court in Fergus v. 
Russell,® the leading case on the question in Illinois, said: 


“Tt will be observed that the constitution confers no express 
powers upon the Attorney-General and prescribes no express duties 
for him to perform. It simply provides that he shall perform such 
duties as may be prescribed by law. The office of Attorney-General 
was one known to the common law, and under the common law, the 
Attorney-General had well known and well-defined powers, and it 
was incumbent upon him to perform well known and clearly pre- 
scribed duties. It is not necessary, and indeed it would be difficult to 
enumerate all the duties which were imposed upon him to perform. 
It is sufficient for the purposes of the discussion of the point here 
involved to state that at common law the Attorney-General was the 
law officer of the crown and its chief representative in the courts.” ” 


The Court then went on to say that by creating the office of Attorney- 
General under its well-known common law designation and by providing 
that it shall possess such duties as may be prescribed by law, the constitu- 
tion engrafted upon the office all the powers and duties of an Attorney- 
General as known at common law. The Court then held that the consti- 
tution gave the General Assembly power to confer additional duties upon 
the Attorney-General, but not power to strip him of any of his common 
law powers and duties as the legal representative of the state. This 
construction has been followed and approved by a long line of Illinois 
decisions, and there can be no doubt that the Attorney-General of Illinois 
not only possesses common law powers, but that the legislature cannot 
deprive him of any of these powers.*® 

The office of state’s attorney is also created by the Illinois constitu- 
tion: ‘‘. . . there shall be elected a state’s attorney in and for each 
county” ® who “ . shall perform such duties and receive such com- 
pensation as is or may be prescribed by law. . . .’’ ?° It will be noticed 
that the constitution in conferring powers upon this officer uses the same 
words as were used in prescribing the duties of the Attorney-General. Is he 
also to have the broad common law powers possessed by the Attorney- 
General? Much less reason exists on which to support an argument that 
he is so endowed, for there was no common law office which would cor- 


®In most jurisdictions, a statutory grant of any of the Attorney-General’s common 
law powers to a local prosecutor deprives the Attorney-General of the powers so granted. 

* 270 Ill. 304, 110 N. E. 130 (1915). 

*id-et 335, 110 'N. EB. -et 143. 

® People v. Barrett, 382 Ill. 321, 46 N. E.2d 951 (1943); People v. Finnegan, 
378 Ill. 387, 38 N. E.2d 715 (1941); Saxby v. Sonnemann, 318 Ill. 600, 149 N. E. 
526 (1925). 

* ILL. CONST. ART. VI, § 22. 

2 ILL. CONST. ART. VI, § 32. 
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respond to that of state’s attorney, and none given that title. However, 
the nature of the office and the similarity of its functions with those of the 
Attorney-General would give force to the view that he should have the 
common law powers of the Attorney-General. And this was the con- 
struction adopted by the Illinois Supreme Court. In People v. Ashton,™ 
a case involving the power of the county board to employ a private attorney 
to collect county taxes, the Court held that ‘In Fergus v. Russell the duties 
of a constitutional officer such as the state’s attorney are definitely stated, and 
it is there held that a legislative body may not strip a constitutional officer 
of his powers, nor transfer them to others.’’ 2? It was perhaps unnecessary 
to place the decision on constitutional grounds, for here a statute was 
involved giving the state’s attorney power and making it his duty to collect 
these taxes.1* The Court could have reached the same result by denying 
the power of the county to act in derogation of the General Assembly. 
However, any doubt as to the validity of this decision was removed by the 
case of People v. Nagano decided in 1945.14 The legislature had imposed 
upon any private citizen the power to compel the sale of land held in 
violation of the Alien Property Act if the state’s attorney neglected or 
refused to do so.1* The Court held this provision unconstitutional on the 
ground that the constitution of the State of Illinois imposed upon the 
state’s attorney the common law powers of the Attorney-General and the 
legislature could not strip him of them by allowing a private citizen to 
bring such a suit. The Court stated: 


“It thus appears from a rather extended line of cases by this 
court that we have always viewed a state’s attorney as a constitutional 
officer with rights and duties analogous to or largely coincident with 
the Attorney-General, though not identical, and the one to represent 
the county or people in matters affected with a public interest. This 
is not intended as a complete enumeration of his power, but it encom- 
passes sufficient to make the rule of the Fergus and Ashton cases 
applicable to the question at hand.”’ 7° 


There can be no doubt that the powers mentioned in these last two 
cases are identical with those possessed by the Attorney-General because 
in construing the clause providing for the state’s attorney, the Court in 
both instances based its decision on Fergus v. Russell, the case by which 
the Attorney-General’s common law powers are proclaimed. It may be 
that the conclusion here reached is contrary to the decision in an earlier case, 
People v. Newcomer, where the Court treated the state’s attorney as a 


1358 Ill. 146, 192 N. E. 820 (1934). 
Id. at 151, 192 N. E. at 822. 
ILL. REV. STAT., c. 14, § 5 (1947). 
4389 Ill. 231, 59 N. E.2d 96 (1945); approved in People v. Chambliss, 399 
Ill. 151, 77 N. E.2d 191 (1948). 
ILL. REV. STAT., c. 14, § 5 (1947). 
® People v. Nagano, 389 Ill. 231, 249, 59 N. E.2d 96, 104 (1945). 
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statutory officer..7 However, the moving force behind that decision was 
public policy. For this reason, the Court in the Nagano case expressly 
stated that they did not consider the Newcomer decision in conflict with 
their own reasoning. It would seem, therefore, that if it is in conflict, it 
can be considered as overruled. 

These decisions deal only with powers and duties imposed on these 
officers by force of the common law powers of the Attorney-General. Be- 
fore we go farther, it should be pointed out how broad and, therefore, 
how important these powers are. It is beyond the scope of this note to 
consider them in any detail. It is sufficient to say that at common law the 
Attorney-General was the chief law enforcement officer of the crown.'® 
Applying this to our present state officers, it makes the Attorney-General 
the chief law enforcement officer of the state with power to maintain any 
action in which the people of the state have a substantial interest. Within 
his county, the state’s attorney would hold the same position and possess 
the same power. The Illinois Court has stated that the Attorney-General 
(and by the implications of the Ashton case, also the state’s attorney) may 
“institute, conduct, and maintain all suits and proceedings as he deems 
necessary for the enforcement of the laws of the state, the preservation of 
order and the protection of public rights.’ 1° This, of course, includes the 
power to institute and conduct any criminal proceedings. That clearly was 
one of the powers of the common law Attorney-General.”° It will be seen, 
therefore, that the common law powers are very extensive and that they 
include the bulk of the functions commonly associated with the two law 
enforcement officers in our state today. 


In regard to this broad expanse of powers derived from the common 
law, the following situation presents itself. The state’s attorney and 
Attorney-General are both constitutional officers, their powers in both 
instances being created by the use of almost identical words. By the 
implications of the same decision, Fergus v. Russell, both officers are to 
exercise the same powers and cannot be deprived of them by anything short 
of a constitutional amendment. To this extent the offices are identical. 

This identity ceases, however, and differences arise when we look 
further into the matter. The offices are created in two different articles of 
the constitution. One is classified as a state officer, and his power extends 
to matters arising anywhere in Illinois. The other is classified as a county 
officer, and his jurisdiction is limited to those state matters arising within 


* 284 Ill. 315, 120 N. E. 244 (1918). 

Cases cited note 8 supra; 13 ILL. L. REV. 602 (1918); 16 N. C. L. REV. 282 
(1938) ; See cases cited in 7 C. J. S. 1213. 

” People v. Finnegan, 378 Ill. 387, 393, 38 N. E. 24715, 717 (1941). 

* 13 ILL. L. REV. 602 (1918); 16 N. C. L. REV. 282 (1938); 25 J. CRIM. 
L. 358 (1934). 
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the boundaries of his county.* Nowhere in the constitution is there any 
hint of a possible identity in functions. The constitution seems to con- 
template two separate and distinct offices, as different and independent of 
each other as is the county board of supervisors and the state legislature. 
The difficulty arises not from the existence of the offices, but from the 
identity of the powers inherent in them. The powers overlap one another. 
Whenever the state’s attorney has power by force of the common law to 
act in a state matter, the Attorney-General also has power to act in that 
matter. 

This result would be eliminated if we could say that the constitution 
by creating the office of state’s attorney subtracted from the Attorney- 
General those powers which were given to the local officer, that is, carved 
the office of state’s attorney out of that of Attorney-General. This would 
comprehend a system involving two separate and independent spheres of 
authority. The powers vested in each officer would be exclusive of those 
possessed by the other officer. However, the cases do not bear out such a 
construction of the constitution. In numerous decisions we find the court 
stating that both officers may act in a given situation or that one may act 
with the acknowledgment that the other has power. In People v .Fullen- 
winder ** the Court said that:the Attorney-General or the state’s attorney 
have the arbitrary discretion to institute quo warranto proceedings and that 
this authority was derived from the common law powers of the Attorney- 
General. In People v. Nagano ** the Court held that the state’s attorney or 
the Attorney-General are the only ones within the contemplation of the 
constitution who could at any time bring a suit to divest an alien of property 
held in violation of the Alien Property Law. In Hunt v. Chicago and 
Dummy Ry. Co.,** the Attorney-General was allowed to enjoin the con- 
struction of a railway in the streets of Chicago, which action the state’s 
attorney of Cook County clearly had the authority to prosecute by force 
of his common law powers to enjoin a purpresture. In two cases *° the 
Attorney-General appeared with the state’s attorney before the grand jury 
and aided him in getting the indictment and subsequently in trying the 
case. Both officers acted together. The Court held this was proper. It can 
be seen from these cases that the Attorney-General can always exercise his 
powers whether the state’s attorney has a like power or not. The Illinois 
Court has never viewed the powers vested in the state’s attorney as exclusive 
of those vested in the Attorney-General. 


People v. Williams, 232 Ill. 519, 83 N. E. 1047 (1908); Cook County v. 
Healy, 222 Ill. 310, 78 N. E. 623 (1906). 


2329 Ill. 65, 160 N. E. 175 (1928). 
3 See note 14 supra. 
* See note 4 supra. 


* People v. Looney, 314 Ill. 150, 145 N. E. 365 (1924); People v. Billburg, 
314 Ill. 182, 145 N. E. 373 (1924). 
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This does not overlook the decision of People v. Flynn.”® In that case 
the Attorney-General went into the county and commenced the prosecution 
of a city mayor for wilfully failing to perform his official duty to suppress 
vice and gambling. The defendant objected claiming that the Attorney- 
General was usurping the office of the state’s attorney which, he asserted, 
the Attorney-General could not do. The Court did not decide that the 
objection was well taken. Their only reference to it is: 

“The people urge that by our holding in People v. Looney, 314 
Ill. 150, and by force of the statute (Ill. Rev. Stat., 1939, Chapt. 14, 
Par. 4) it was proper for the Attorney-General to take exclusive 
charge of the proceeding before the grand jury which returned the 
indictment. . . . Under the facts of this case, the last cited statute 
and decision did not authorize the Attorney-General to take exclusive 
charge of the prosecution.”’ ?” 


The Court then went on to decide that the indictment was defective, 
and on this basis alone, the case was dismissed. But even as dictum this 
decision does not stand for the proposition that the powers of the state’s 
attorney are exclusive in him. The Court merely stated that the case of 
People v. Looney and the cited statute did not authorize the exercise of this 
power. This does not preclude the existence of a constitutional power. 
Furthermore, the subject dealt with in the statute and case referred to was 
the presence of the Attorney-General in aid of the state’s attorney. The 
only thing the Court decided was the obvious fact that this was not 
authority to allow the Attorney-General to act to the exclusion of the 
state’s attorney. 

Thus it must be taken as settled that the state’s attorney’s powers are 
not exclusive of those powers in the Attorney-General. Is the converse 
true? Does the constitution look at the state’s attorney as subordinate to 
the Attorney-General? May the Attorney-General act to the exclusion of 
the state’s attorney? These questions must be answered in the negative. As 
has been pointed out, the state’s attorney is vested by the constitution with 
the common law powers of the Attorney-General. By what authority 
could the Attorney-General claim to deny him these powers? Certainly 
not by force of the constitution, for that is the very instrument which 
creates them, and it would be absurd to say that the same authority both 
gives the power and then deprives him of it. Certainly not by force of any 
legislative enactment, for the Court has expressly held that the legislature 
may not strip either the Attorney-General or the state’s attorney of his 
common law powers. The only conclusion tenable is that the state’s 
attorney may exercise his constitutional common law powers concurrently 
with those of the Attorney-General. That neither officer may act to the 
exclusion of the other finds support in an Illinois appellate case, People v. 


375 Il. 366, 31 N. B.2d591 (1941). 
* Id. at 368, 31 N. E.2d at 593. 














Fall] NOTES 513 


Mortenson.”® In that case the Attorney-General filed a motion asking that 
he be substituted as attorney for defendant-in-error and that the confession 
of error filed by the state’s attorney of Cook County be withdrawn. In 
refusing to so act, the Court said, ‘“‘We find nothing in these sections or in 
any other statute or constitutional provision specifically authorizing a court 
to substitute in any case one official for the other.’”’ 7° 


If neither officer may act to the exclusion of the other, the result may 
seem to be the same as in the situation first referred to, that is, that the 
offices are entirely independent and that they operate in two entirely dif- 
ferent spheres. This does not follow. For while neither can exercise his 
powers to the exclusion of the other, they may be exercised in aid of the 
other. Again, as we turn to the cases, we see that this is the construction 
followed by the courts. In two cases *° previously referred to, the Attorney- 
General appeared with the state’s attorney before the grand jury and aided 
him in getting the indictment and subsequently in trying the case. The 
Court held not only that this was proper, but also that it was the duty 
(imposed by statute) ** of the Attorney-General to appear in a prosecution 
whenever he felt the interests of the people of the state demanded it. An- 
other example is the case of People v. Windes,** where a petition for a writ 
of mandamus to expunge a void order from the court record was filed by 
the Attorney-General on relation of the state’s attorney. 


Viewed in the light of the Illinois constitution and the Supreme Court 
decisions, we find that the broad common law powers of these two officers 
are concurrent. If either officer fails to act, the power still remains in the 
other to go ahead and institute such proceedings as he deems proper. If 
both wish to act, neither may exercise his power to the exclusion of the 
other, but either may do so in aid of the other. If both officers wish to act 
on the same matter but wish to take different action, it would seem that the 
one who acts first would have preference. 

Up to this point the discussion has dealt with the constitutional 
powers imposed upon these officers by force of the common law. The legis- 
lature has also seen fit to act in this field. The applicable provisions will 
be found for the most part in Chapter 14, Sections 4 and 5.** It should be 
noted, however, that insofar as this, or any other statute, deals with the 
broad expanse of common law powers in these two offices, it can have only 
one effect. —The common law powers already exist by force of the consti- 
tution so it cannot create them. The legislature cannot strip either officer 
of any of his common law powers. The only effect is to make it the duty 


* 224 Ill. App. 221 (1st Dist. 1922). 
* Id. at 225. 

"See note 25 supra. 

"ILL. REV. STAT., c. 14, § 4 (1947). 
283 Ill. 251, 119 N. E. 297 (1922). 
SILL. REV. STAT. (1947). 
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of the official to exercise them.** Therefore, for the purposes of determining 
the relation between the officers, these statutes are of no help when dealing 
with matters over which the common law powers extend. 

However, the Illinois Court has expressly stated that while the legis- 
lature may not strip either officer of his common law powers, it may impose 
additional powers and additional duties upon them.** Therefore, when 
dealing with matters over which the common law power does not extend, 
these statutes control. 

With these restrictions then, we will look at the statutes. We find 
somewhat the same situation prevailing as was found in the constitution. 
The Attorney-General must represent the people before the Supreme 
Court.** The state’s attorney is to institute and prosecute actions in the 
lower courts.*’ It is the duty of the Attorney-General to bring actions for 
or against state officials,** while the state’s attorney is to perform the same 
duties in relation to county officials.** “Two separate and distinct spheres 
of authority seem to be contemplated. However, when we interpret these 
provisions together with a subsequent clause which states that the Attorney- 
General is to “‘consult with and advise the several state’s attorneys in 
matters relating to the duties of their office,’ *° we again see a system of 
concurrent powers to be exercised in co-operation with those vested in the 
other office. There is thus an indication that even the legislature has con- 
sidered the powers of the two offices to be concurrent. 

It has been suggested several times in the past that the system by which 
the legal affairs of the state are carried on be reorganized.*! With the system 
as it is at present, there is a lack of individual responsibility which gives 
either officer an excuse, to a limited extent at least, for any nonperformance 
of the duties of this office. The concurrence of powers can produce inter- 
ference and conflict, and perhaps friction, delaying the disposition of busi- 
ness to the detriment of the state. To remedy this situation, Attorney- 
General Cassidy in his report at the close of his term suggested that one 
state’s attorney be elected for each judicial district and that he be under the 
control of the Attorney-General.*? This may well seem to be desirable 
and would surely work for greater efficiency and economy in the enforce- 
ment of the laws of the state. However, it is easier said than done, for it 
cannot be accomplished without a constitutional amendment. 

J. MARTIN LAWLESS 


* Chicago Mutual Life Indemnity Ass’n v. Hunt, 127 Ill. 257, 20 N. E. 55 
(1899). 

* Fergus v. Russell, 270 Ill. 304, 110 N. E. 130 (1915). 

* ILL. REV. STAT., c. 14, § 4 (1947). 

STILL. REV. STAT., c. 14, § 5 (1947). 

* See note 36 supra. 

® See note 37 supra. 

® See note 36 supra. 

“* REPORT OF EFFICIENCY AND ECONOMY COMMITTEE, ILLINOIS 70 (1915); 
ILL. REP. ATT’Y. GEN. 35 (1940). 

“ILL. REP. ATT’Y. GEN. 35 (1940). 








REMOVAL PROCEDURE UNDER ILLINOIS 
CIVIL SERVICE 


“Government, however good the laws, will not rise above the 
quality of the men that comprise it. Administration will be no better 
than the administrators. Revitalizing public service can’t be achieved 
with good intentions and elocution about good government. The 
conditions of good morale are a sense of mission, self-respect and 
dignity.” * 

One of the most complex problems in connection with public per- 
sonnel pertains to that of discipline. The issues involved in the removal of 
employees from the public service bring into sharp focus the conflicting 
interests of the government as employer and the governmental employee. 
Each has rights which must be protected. The individual must be treated 
with personal consideration and a degree of security accorded him in his job. 
This is not necessary or expedient for the sole reason that by so doing the 
government will be able to attract more able men and women into govern- 
ment service and make them happier in their jobs, hence creating greater 
efficiency, but also because any workman is entitled to receive different 
treatment than is a commodity or machine which is retained or disposed 
of only on the basis of its utility. On the other hand, government officials 
have certain responsibilities toward the citizens. One of these is the duty 
to operate the government as efficiently as is reasonably possible. To do 
this, it is imperative that competent employees be hired and retained and, 
likewise, that the unqualified should not be given positions or kept in the 
government service. 

Thus far, an entirely satisfactory method of removal has not been 
forthcoming, which may be attributed to many causes, chief among which 
is the ease with which abuses can be made of the machinery which is 
established for this purpose. Partisan politics and political conceptions of 
rights and duties which have survived from periods that saw spoils systems 
in operation are in no small part responsible for the breakdowns which 
have developed in systems of removal where such have occurred. 

The merit system has in its history in this country progressed rapidly 
with very beneficial results to society. In most jurisdictions, the spoils 
systems of former times have been virtually eliminated. However, the 
merit system, in addition to protecting employees from arbitrary dis- 
charge and unfair treatment, is designed to place and retain in government, 
employees who are capable workers. In this article an attempt will be 
made to examine the removal procedures for civil service employees in 
Illinois in an effort to ascertain both the fairness and effectiveness of the 
procedures and their fitness for enabling the governmental units to main- 
tain qualified staffs of employees. 


1 Inaugural address by Governor Adlai E. Stevenson, January 10, 1949, 95 CONG. 
Rec. A585 (Feb. 7, 1949). 
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In Illinois there are four major civil service systems, covering the 
following employees: employees of the state,? employees of municipalities 
which have adopted the act,? employees of park districts,* and employees 
of the University of Illinois.® 

The original act of 1905 ° for the state civil service employees pro- 
vided that removal was to be only for cause, but the statute did not allow 
the employee a hearing. It was not until the amended act of 19177 that 
the employe was given a hearing before the Civil Service Commission on 
his removal. This was limited, however, to a consideration of whether 
the discharge, removal, or reduction was made for political, racial, or 
religious causes. The present provision ® enacted in 1939 ® allows a hear- 
ing on whether the discharge was for ‘‘just cause.’’?° In contrast, the 
optional act for the cities, enacted in 1895,11 which was pioneer legislation 
in the civil service field, provided that removal must be for cause and the 
employee accorded a hearing. The original act has remained unchanged 
in this regard. The act relating to park employees was enacted in 1911.7? 
Here again removal must be for cause and the employee may have a hearing. 
The act relating to employees of the University of Illinois, passed in 
1941,}* is substantially the same. 

What is ‘‘cause”’ in Illinois, justifying removal from the civil service? 
It is well-established that the cause of removal must be something personal 
to the employee himself before the courts will construe the protection 
afforded by the civil service acts as applicable to him. In the early case 
of Fitzsimmons v. O’Neil,1* which has been cited with approval by later 
Illinois cases, the Court said that the removal provision requiring a hearing 
on whether the employee was discharged for cause ‘‘implies that the cause 
of his removal is some dereliction, or neglect of duty, or incapacity to per- 
form duty, or some delinquency, which affects his fitness for the position 
occupied by him.”’ #* Hence, if dismissal is made in good faith for purposes 


*ILL. REV. STAT., c. 24%, §§ 1-38 (1947). 

® Id. §§ 39-77. 

“Id. §§ 78-113. 

5 Id. §§ 38b-38c. 

*ILL. LAws 1905, p. 113, § 12. 

TTll. Laws 1917, p. 289, § 12. 

SILL. REV. STAT., c. 24%, § 14 (1947). 

* Til. Laws 1939, p. 445, § 12. 

1 The procedure is substantially as follows: The removing authority must set forth 
the cause in writing, sending a copy to the employee and another to the commission. The 
employee then has ten days in which to file for a hearing to determine if his removal was 
for just cause. A hearing must then be accorded within sixty days, conducted by the Com- 
mission or some officer or board appointed by it. 

“Til. Laws 1895, p. 85, § 12. 

4111. Laws 1911, p. 211, § 12. 

Til. Laws 1941, p. 398, § 36a. Under this provision a hearing is a condition 
precedent to the power of removal. 

4214 Ill. 494, 73 N. E. 797 (1905). 
% Id. at 503, 73 N. E. at 800. 
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of economy or lack of funds it will be sustained.1* The courts consider 
the government’s right to lay off or dismiss employees in such circum- 
stances as inherent and existing, independent of statute.’7 It would follow 
from this that a showing that the abolishment of the office is a mere subter- 
fuge to dismiss an employee without complying with the provisions of the 
act would render the dismissal invalid.** 

In construing the word ‘“‘cause,”’ there has been virtually no disagree- 
ment as to the statement of the general rule. The Court in Heaney v. City 
of Chicago ** stated the rule as follows: Cause must be ‘‘some substantial 
shortcoming which renders his continuance in his office or employment in 
some way detrimental to the discipline or efficiency of the service.?® Simi- 
larly, the Court in City of Chicago v. Gillen ** said: “‘A cause means some 
substantial shortcoming which renders continuance in his office or employ- 
ment in some way detrimental to the discipline and efficiency of the service, 
and something which the law and a sound public opinion will recognize 
as a good cause for his no longer occupying the place.” ?? It is readily seen 
that this leaves to the Civil Service Commission or similar delegatee wide 
discretion in the construction of what constitutes cause. 

One of the criticisms made of merit system removal procedures where 
the law provides for a hearing before a commission and then judicial review 
by the courts is that the discharging authority (which in most cases is also 
the appointing authority) “‘loses face’’ if a discharge of his is not upheld, 
and as a consequence employees lose respect for him, thus undermining the 
morale of the service. The Illinois cases show that the courts will uphold 
the commission determination if a reasonable connection is discoverable 
between the act or acts complained of and a detriment to the service if the 
employee is retained. 

For example, in Joyce v. City of Chicago,”* the Court sustained the 
dismissal of an employee who unlawfully obtained money from the state 
by rendering a false expense account for the return of a fugitive, although 
he was not then acting strictly in the discharge of his official duties. In the 
later case of Bloomquist v. Rehnberg,** the Court upheld the discharge of 
a police captain upon charges of drunkenness, although it was not shown 
he was drunk while on duty. 


1% Thomas v. City of Chicago, 273 Ill. 479, 113 N. E. 140 (1916); City of 
Chicago v. People, 114 I!1. App. 145 (1st Dist. 1904). 
™ Kennedy v. City of Joliet, 380 Ill. 15, 41 N. E.2d 957 (1942). 
8 People v. Coffin, 282 Ill. 599, 119 N. E. 54 (1918). 
117 Ill. App. 405 (1st Dist. 1904). 
Id. at 411. 
7 124 Ill. App. 210 (1st Dist. 1906). 
"Id. at 211. 
216 Ill. 466, 75 N. E. 184 (1905). 
* 280 Ill. App. 1 (2d Dist. 1935). 
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However, the courts will not uphold a dismissal which they believe 
to be arbitrary. The Court in Murphy v. Houston * said: ‘While it is 
true that it is for the commission to decide what is cause for removal, it may 
not make an arbitrary and unreasonable rule in this respect.’ 2° Accord- 
ingly, in the case of Campbell v. Civil Service Commission,”" a showing 
that some prisoners escaped from the city jail, while the assistant jailer was 
not on duty, and because some preparations for the escape were made while 
the assistant jailer was performing his usual duties under supervision of his 
superior, is not evidence fairly tending to support his discharge on the 
charge of ‘‘failure in performance of duty.” 

In a somewhat different category, and one which may become in- 
creasingly important, are cases where the removal is sought because of 
alleged disloyalty to the government or unpatriotic sympathies. In two 
Illinois cases, it appears the courts will leave with the commission wide 
discretion in this area. In the case of Coane v. Geary ** the removal of a 
police officer was upheld where the record showed he stopped an auto driver 
for not having a license plate and, after hearing the driver’s explanation, 
proceeded to deliver to the driver a lecture on a matter of ‘“‘political con- 
troversy,”’ persuading the driver to buy a book from him called ‘‘A Labor 
Party for the United States’ and presenting him with a sticker which read 
“Compliments of a Chicago Policeman, who refuses to club or shoot 
strikers or the employed.’’ The Court held that this showed a seditious 
state of mind. In the later case of Joyce v. Board of Education of Chicago,”® 
the Court sustained the dismissal of a teacher who wrote a letter to a for- 
mer student who refused to register for selective service, congratulating his 
“courageous and idealistic stand.” 

The more usual cases where discharge is made are seldom carried to 
the courts. They include: absence from work, incapacity, gross mistakes, 
refusal to divulge nature of work to superior, partisan political activity, and 
drunkenness. During the past three years, the following have been among 
the causes for removal in the state civil service: excessive absences, sleeping 
while on duty, inefficiency in failing to keep established office hours and 
failing to keep office work up to schedule, and producing work of a quality 
and quantity below the standard required for the position.*° 


Judicial review under the state act is regulated by the Administrative 
Review Act of 1945.*! It is the exclusive mode of review for decisions of 


* 250 Ill. App. 385 (1st Dist. 1928). 

* Id. at 394. 

* 290 Ill. App. 105, 8 N. E.2d 49 (3d Dist. 1937). 

* 298 Ill. App. 199, 18 N. E.2d 719 (Ist Dist. 1939). 
® 325 Ill. App. 543, 60 N.E.2d 431 (Ist Dist. 1945). 


® This data was obtained from Miss Maude E. Myers, executive officer of the Illinois 
Civil Service Commission, in a letter to the LAW FORUM. 


® ILL. REV. STAT., c. 110, §§ 264-279 (1947). 
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the state Civil Service Commission. The Administrative Review Act, as 
to the scope of review, provides: 


“The hearing and determination shall extend to all questions of 
law and fact presented by the entire record before the court: No new 
or additional evidence in support of or in opposition to any finding, 
order, determination or decisions of the administrative agency shall 
be heard by the court. The findings and conclusions of the adminis- 
trative agency on questions of fact shall be held to be prima facie true 
and correct.” 

The case of Drezner v. Civil Service Commission ** construed the 
provisions of the act as applicable to the state civil service hearings. 

Unlike the act relating to state employees, the acts regulating the civil 
service of city and park employees have not yet incorporated into their 
provisions the Administrative Review Act.** Review of administrative 
determinations must, therefore, be secured through either certiorari or 
mandamus. The scope of review under these writs is not at all clearly out- 
lined, and there has been much fluctuation and no little confusion in the 
Illinois cases. 

Essentially, Illinois has followed the traditional view that inquiry 
under common law certiorari is limited to deciding whether the proceeding 
of the lower court or administrative tribunal had jurisdiction and whether 
procedural due process was accorded. This has been enlarged, however, 
through the application of the so-called doctrine of “‘jurisdictional facts.’’ 
Recent cases particularly indicate that the courts construe jurisdictional 
facts so that the administrative body’s determination must, in effect, be 
supported by substantial evidence, although in name the substantial evi- 
dence test has not been applied.** Much of the confusion and uncertainty 
could be removed if the Administrative Review Act were adopted. 

The usefulness of mandamus in reviewing commission determinations 
is limited very considerably.** The writ will not lie to review the discretion 
of an administrative agency, but only to require them to exercise their 
discretion where there has been an absolute refusal to do so. In the case of 
The People v. Allman,**® the Court said of mandamus: “‘Its application is 
restricted to directing that action be taken and it is never available to direct 
what action shall be taken.’’*’ If no hearing at all has been accorded where 
one is obligatory, mandamus will lie to compel the authorities to provide 
for one, but it will not lie to see if an adequate hearing has been held. 


@ 398 Ill. 219, 75 N. E.2d 303 (1947). 

* Since this article was prepared, the Illinois legislature has incorporated the 
Administrative Review Act into the provisions of the city civil service law. See: H. B. 
294, 66th General Assembly, passed May 31, 1949. 

* Cartan v. Gregory, 329 Ill. App. 307, 68 N. E.2d 193 (1st Dist. 1946); Note, 
14 U. OF CHI. LAW REV. 270 (1947). 

*% Sullivan, Judicial Review In Illinois, [1949] LAW FORUM 304, 308-309. 

* 382 Ill. 156, 46 N. E.2d 974 (1943). 

7 Id. at 164, 46 N. E.2d at 978. 
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It is claimed by many that a closed back door removal policy, as is in 
effect in the state service, is instrumental in tying the hands of adminis- 
trators and compelling them in practice to retain incompetent workers on 
the job.** The problem is a very real one. If such is true, a serious obstacle 
to good government is imposed, and remedial measures become urgent. 

A survey was conducted by the Civil Service Assembly *° of juris- 
dictions covering 400,000 employees to compile figures on the number of 
discharges and other pertinent data. A 12-month period was reported 
which in most cases was for the year 1946. It was found that there had 
been 5,018 discharges of permanent, probationary, and war _ service 
appointees or 1.3% of the total. Probationary and war service appointees 
are not ordinarily entitled to an appeal following dismissal. Of the remain- 
ing 2,568 who could have had an appeal, 330 or 13% took one. The 
discharge action was affirmed by the appeal board in 224 of these cases. In 
but thirteen cases or two-tenths of one percent of the total discharges was 
review sought in the courts, and in only two instances was the board 
reversed. 

The following table shows the number of removals among the 
certified employees of the state civil service:*° 











TOTAL 
DISCHARGES 
YEAR CERTIFIED %o HEARINGS %o 
EMPLOYEES OR DEMOTIONS 
1946 10,549 32 .303 13 123 
1947 10,782 43 398 1] 102 
1948 11,340 24 .202 9 .079 








These figures do not include the number of employees who resigned 
from their positions, either voluntarily or at the ‘‘request’’ of their super- 


Few are as pronounced in their criticism as Fischer, Let’s Go Back to the Spoils 
System, 191 HARPER’S MAGAZINE 362-68 (1945), at page 363: ‘‘When you want to 
fire a man, the procedure naturally is more tedious. In theory, it is as easy to get rid of an 
incompetent in the government service as it is in private industry; in practice, the ordeal 
may drag on for six or eight painful months. If you are an experienced administrator, you 
will never try to fire anybody—you will foist him off on some unsuspecting colleague in 
another bureau, or transfer him to the South Dakota field office, or reorganize your section 
to abolish his position. I once spent a whole winter trying to ‘terminate,’ as Civil Service 
puts it, an elderly female clerk who had become so neurotic that no other woman would 
work in the same room with her. This involved written charges, interviews with my 
tearful victim, protests from her senator, indignant union delegations, and formal hearings 
before a panel of personnel experts. In the end I gave up and arranged for her transfer, 
with a raise of pay, to the staff of a trusting friend who had just joined the government. 
She is there to this day, chewing paper clips, frightening secretaries, and muttering to her- 
self as she misfiles documents. I think of her every time I pay my income tax. My friend, 
who no longer speaks to me, is trying to get her transferred to the Veteran’s Administra- 
tion, before General Omar Bradley learns how Washington works.” 

® As to Civil Service Assembly survey, see Brattin, The Dismissal Pattern In Public 
Service, 8 PUBLIC PERSONNEL REVIEW 211-15 (1947). 

“” Supra, note 29. 
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visor. It is, of course, known that many agency chiefs are unwilling to 
give an employee a “‘black mark’”’ on his record, so they will allow him to 
resign rather than file a complaint against him. This writer does not know 
the extent of these “‘secret dismissals’’ in Illinois, but surveys of other 
jurisdictions indicate that the number is considerable. Even granting this, 
however, the above figures indicate how seldom the removal procedure of 
the state act is utilized. The figure for 1946, for example, of .303% is 
less than the percentage arrived at in the Civil Service Assembly survey, 
which was .642% for the same year. 

The problem of removal in the Federal Government, whose total 
civilian employment in 1948 averaged 2,043,000, came to the fore in the 
recent investigation of the Hoover Commission.*t The Committee on 
Personnel Management recommended a procedure which it believes fair to 
both the employees and the government. 

The Committee suggested that when a supervisory official decides 
that an employee should be discharged as incompetent, he should present 
the facts to the under secretary or the under secretary’s designee through 
the director of personnel of the particular agency with the understanding 
that a confidential preliminary investigation should be made. If no basis 
for the complaint is found, the action would end. If the investigation 
revealed that the employee should be dismissed, and he has not finished his 
probationary period, he would be dismissed without further formalities. 
If it were discovered that the employee was not performing his present job 
well, but would be qualified to hold another position, arrangements for a 
transfer would be made. If the investigation revealed a prima facie case 
of incompetence against an employee whose probationary period was com- 
pleted, written charges would be presented to the employee and a hearing 
provided. A review of the hearing would be discretionary with the Civil 
Service Commission, and if the Commission did review it they could 
reinstate the employee, separate him from the service, or certify him as 
qualified for work in another agency. 

In the opinion of the Commission, the above outlined procedure 
would speed action, since it would provide just one appeal within the 
agency, would make it possible for the Civil Service Commission, work- 
ing with the agency, to see that square pegs in round holes are readjusted 
to proper jobs, and would not require supervisory officials to spend an 
exorbitant amount of time in removing employees who are inefficient. 

Many of the same problems which face the administrator of a federal 
agency also confront the state administrator, usually on a smaller scale. 
One difficulty is the fact that an administrator is hesitant about instituting 
proceedings, because he knows it will demand a great deal of his own time 
in preparation and testifying. This could be alleviated in part if a pre- 


“ THE HOOVER COMMISSION REPORT 130-32 (McGraw-Hill Book Company, 
Inc. 1949). 
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liminary investigation were conducted and a sincere effort made to place 
the employee in another position for which he is qualified, if he is found 
unable to fulfill his present duties adequately. It is doubtless true that 
there are transfers being made in the state service, but there is no established 
procedure which is necessary in order to do it effectively. 

Although a hearing is not required if an administrator wishes to 
discharge a person who is serving his probationary period, it does not 
appear that supervisors are taking advantage of this to carefully scrutinize 
new employees, and thus save embarrassment and expense later, if it is 
discovered that an employee is not qualified for the position. This fact 
was borne out by the Civil Service Assembly survey discussed above. In 
the state service there have been but four probationary employees dis- 
charged during the past three years.*? Here, however, ‘‘secret dismissals” 
are common which helps account for the small number. 

Most of the discussion concerning the removal of civil service 
employees has centered around the procedure of removal, such as whether 
a hearing should be accorded the employee, and if so, whether it should be 
a judicial type hearing or not. The fact is often overlooked that each breach 
of discipline involves a psychological problem. No matter how well- 
designed to insure fairness, hearings are not the final answer. No amount 
of ‘‘due process of law”’ can fill a void created by poor employer-employee 
relationships and practices. 

It would be error to conclude from the admittedly incomplete infor- 
mation available to this writer that the removal procedure is failing in its 
purpose in Illinois. The contrary is nearer true. However, there are weak 
links which need strengthening—many of which, as was pointed out 
above, are of an administrative nature rather than legal. One cannot quarrel 
with the judicial construction of the statute in Illinois. Actually judicial 
review is seldom invoked in civil service cases, thus further emphasizing 
the importance of prudent administrative action, and adequate checks upon 
the administrative power. These checks may at times cause the adminis- 
trator inconvenience, but they should not be relaxed if it will result in 
depriving the employee of fair and adequate protection. The problem is 
difficult and the opportunity for antagonizing certain interests great, but 
this should not deter the enactment of improvements which will not only 
be beneficial to the government and those in the governmental service, but 
also to society in general. 

EDWARD J. MURPHY 


“ Supra, note 29. 




















Case Comments 


CONTRACTS—S pecific Performance of Canner-Grower Contract. 
(Federal ) 


Campbell Soup Company contracted to buy all the red cored Chan- 
tenay carrots grown on fifteen acres during the 1947 season. Adverse 
growing conditions made it virtually impossible to obtain this particular 
type of carrot on the market, and the price rose to $90 per ton. The 
farmers refused to deliver the carrots at the contract price of $30 per ton. 
Campbell sued to enjoin the farmers from selling the carrots to anyone 
else and to enjoin a buyer from selling the carrots he had obtained from 
the farmers. The district court denied relief on the grounds that Campbell 
had failed to show (1) that the goods were unique and (2) that there 
was no adequate remedy at law.' On appeal, held: Specific performance of 
a contract to buy a particular type of carrot which gave soup a uniform 
color was an appropriate remedy, because this type of carrot was not avail- 
able on the open market. However, because the buyer drove too hard a 
bargain, a court of conscience will deny specific performance and will 
refuse to assist in enforcing the contract. Campbell Soup Company v. 
Wentz; Campbell Soup Company v. Loyeski, 172 F.2d 80 (C. C. A. 3d 
1948). 

In this case the court applies old and generally accepted principles in 
a novel way. Specific performance of contracts is generally granted where 
there is no adequate remedy at law.* A judgment for damages is usually 
considered sufficient for the breach of a contract to sell chattels which are 
neither unique nor possessed of some great sentimental value.* Relief in 
equity is discretionary, and the court may refuse to enforce unconscionable 
bargains: ‘‘He who seeks equity must do equity.”’ * 


Certainly there is no sentimental value in carrots. Is this particular 
variety unique? * Campbell proved that the red cored Chantenay carrot 
was necessary to provide the uniform red color in the soups in which carrots 
were used. Campbell failed to prove to the satisfaction of the trial court 
that other carrots were less palatable. Also no particular processing diffi- 
culties were proved which the canner might encounter in utilizing varieties 


1 Campbell Soup Co. v. Wentz; Campbell Soup Co. v. Lojeski, 75 F. Supp. 952 
(E. D. Pa. 1948). 

2? 1 POMEROY, EQUITY JURISPRUDENCE § 221b (5th ed. 1941). 

®5 WILLISTON, CONTRACTS § 1419 (rev. ed. 1937). 

* See Note, 65 A. L. R. 7, 57 et seq. (1930). 

®° The red cored Chantenay carrot is a blunt-shaped carrot with a uniform, deeply 
colored root. Although not often seen in groceries, it is widely used for canning and 
storage. Ellis, Quality in the Chantenay Carrot and its Relation to Seed Production, 
40 Proc. OF THE AMER. SOC. FOR HorT. Sci. 536 (1942); WHITAKER, CARROT 
PRODUCTION IN THE WEST AND SOUTHWEST 7 (U. S. Dep’t of Agric., Circ. No. 750, 
1946). 
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other than the blunt-shaped Chantenay carrot.* Judge Goodrich relied on 
color and shape to distinguish these carrots from other varieties which 
were available on the open market. It is readily apparent that this is far 
from the proof required to show uniqueness as usually applied to works of 
art, vessels, and valuable documents.” 


If no other carrot would fulfill the requirements, was there an ade- 
quate remedy at law? The Chantenay is a commonly grown carrot because 
of its large yield and its value to canners for color and uniformity.* Usually 
specific performance is not given for contracts to sell commodities, even 
though there is a scarcity. Some courts have shown a tendency to relax 
this rule.?° During the past few years of shortages, a notable line of cases 
has appeared which have ordered specific performance of contracts to sell 
new automobiles." Professor Williston has written that wider use of the 
remedy in cases where ‘‘damages did not seem adequate’ would promote 
justice.* When goods are specific or ascertained, some courts have based 
specific enforcement on the Uniform Sales Act.4* This tendency may be 
applied in the principal case by analogy: the goods here, like the goods in 
automobile sales contracts, were not ascertained, although they were ascer- 
tainable in the future. 

But in the principal case, recovery is denied because the contract is 
unconscionable. Campbell is extremely particular about the packing of 
carrots; the court calls particular attention to the ‘“‘hardest’’ provision, 
commonly known as the “emergency clause.” ** The grower is not liable 
for any carrots which he is unable to harvest or deliver, and the canner is 
not obligated to receive or pay for any carrots which it cannot use because of 


® See note 1 supra at 953-4. 

™See Note, 152 A. L. R. 4, 20 et seq. (1944). 

8 MAGRUDER AND BOSWELL, DESCRIPTION OF TYPES OF CARROTS 22 (U. S. 
Dep’t of Agric., Misc. Publ. No. 360, 1940). 

®° RESTATEMENT, CONTRACTS § 361, comment f (1932); See Note, 152 A. L. R. 
4, 50 et seq. (1944). It is interesting to note the rule in the civil law: that specific per- 
formance is the usual remedy and damages is the exception. Neitzel, Specific Performance, 
Injunctions, and Damages in the German Law, 22 HARV. L. REV. 161 (1909); Williston, 
Risk of Loss after an Executory Contract of Sale in the Civil Law, 9 HARV. L. REV. 72, 
78 (1895). 

* Curtice Bros. Co. v. Catts, 72 N. J. Eq. 831, 66 Atl. 935 (1907) ; Thompson v. 
Winterbottom, 154 Md. 581, 141 Atl. 343 (1928). 

1% Pressman, Specific Performance of New Automobile Contracts, [1947] INS. L. J. 
809; 33 CoRN. L. Q. 432 (1948). Note that a number of courts have refused specific 
performance in these cases. 

123 WILLISTON, SALES § 601 (1949). 

18 UNIFORM SALES ACT § 68; Masterson, Specific Performance of Contracts to 
Deliver Specific or Ascertained Goods under the English Sale of Goods Act and the 
American Sales Act, LEGAL ESSAYS IN TRIBUTE TO ORRIN KIP MCMURRAY 439 
(1935); [1946] Wis. L. REv. 461. 

™ Huelsen, The Fundamentals Governing Canner-Grower Contracts, 100 CANNER 
52 (1945); Black and Froker, Grower-Canner Pea Contracts in Wisconsin, AGRICUL- 
TURAL EXPERIMENT STATION BULLETIN No. 475 (U. of Wis. 1947). 
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any circumstances beyond its control, including labor trouble. During 
such periods the grower cannot dispose of any carrots without the written 
consent of the canner. This provision is pointed out as particularly harsh. 
Judge Goodrich said that although the contract is not illegal, one who has 
succeeded in getting an agreement as tough as this should not seek help from 
the chancellor. Although contracts of this type seem to be common in the 
canner-grower field, they have been criticized as lacking in mutuality.*® 
That driving too hard a bargain may be unconscionable is recognized; but 
usually the courts have found mistake, fraud, misrepresentation, breach of 
confidence, sharp practice, or wholly inadequate consideration.*® In the 
principal case the court has gone farther than most courts in holding that 
a skilfully drafted contract, especially careful of the buyers’ interests, is too 
harsh and therefore unenforceable in equity. 

The end result in this case can hardly be criticized. Judge Goodrich 
has used the opportunity to throw the weight of the circuit court of appeals 
behind the cases which advocate more liberal use of specific performance 
in the sale of or contracts to sell chattels. He has also used the opportunity 
to criticize the form of contract used by canners in dealing with growers. 
This should cause the lawyers who write these contracts to consider the 
rights of the grower in a new light. 

IVAN A. ELLIOTT, JR. 


CORPORATIONS— Power of President to Sue When Directors Are 
Deadlocked. (New York) 


The plaintiff corporation was formed for the purpose of marketing 
the ball point pens manufactured by the defendant corporation. The 
plaintiff corporation was equally owned and controlled by two groups, 
one of which represented the defendant corporation and the other con- 
sisted of one Middleman, later elected president of the plaintiff, and his 
two associates. Each group elected two directors. The defendant corpora- 


45 ‘One wonders how contracts as heavily weighted in favor of the party who drafts 
them can possibly be effective.”” [1948] Wis. L. REv. 413, 415; Black and Froker, supra 
note 14. But see Huelsen, supra note 14. This author says that more often the canners 
place themselves at a disadvantage rather than take advantage of the grower. Although 
this may be true in practice, it seems that the contracts are heavily weighted on the side 
of the canner-buyer. All three authors agree that the contracts are lengthy and. too often 
are written by lawyers who are lacking in knowledge of agriculture and agricultural terms. 
The court in the principal case seems to think that these lawyers write too harsh a contract 
without any feeling for the rights of the grower. 

% See Note, 65 A. L. R. 7, 57 et seq. (1930). It does not appear that the price, as 
viewed from the time of making the contract, was wholly inadequate. AGRICULTURAL 
STATISTICS 1947, 231 (U. S. Dep’t Agric. 1948); Fitch, Getting the Trade for Bulk 
Carrots [1941] IOWA STATE HorT. Soc. TRANS. 321. 

















526 LAW FoRUM [Vol. 1949 


tion gave the plaintiff an exclusive agency for the sale and distribution of 
its pens but later sold them through other channels. Thereupon, the presi- 
dent of the plaintiff called a special meeting of the board of directors and 
moved that the plaintiff bring an action for breach of contract and an 
accounting. The motion resulted in a tie vote and was lost. The president 
then initiated this suit in the name of the corporation. The trial court 
granted a motion by the defendants to vacate service of summons and 
complaint upon the ground that the plaintiff corporation had not 
authorized prosecution of the action... The Appellate Division of the 
Supreme Court reversed the trial court on the law.? On appeal, held: The 
Appellate Division is reversed and the order of the trial court is reinstated. 
Having received no sanction from the board of directors, the president of 
the plaintiff corporation cannot institute suit in the corporate name. 
Sterling Industries, Inc. v. Ball Bearing Pen Corporation, et al., 298 N. Y. 
483, 84 N. E.2d 790 (1949). 


Disputes within a corporation are usually settled by the practical 
device of majority rule, the corporate will being that of the majority of its 
directors. However, a situation may arise where no majority vote is attain- 
able and the directors are divided on a controversial matter. Immediate 
action may be necessary to preserve the corporate assets and safeguard the 
rights of creditors and shareholders. The instant case is concerned with 
who may bring the action to protect the corporate interests and with the 
remedy available for the enforcement of corporate rights. 


Under ordinary circumstances the president of a corporation is pre- 
sumed, until shown otherwise, to have the power to institute and defend 
suits on the corporation’s behalf,? and no express authorization by the 
directors need be shown.* Where the directors are shown to be deadlocked, 
the president has been permitted to maintain the suit where immediate 
action is necessary to preserve the corporate assets.° 


A conclusion contrary to that of the instant case was reached in the 
much cited case of Elbum Holding Corp. v. Mintz.® The plaintiff cor- 
poration in that suit was equally owned by two families and deadlock 


175 N. Y. 8.2d 475 (1947). 

2273 App. Div. 460, 77 N. Y. S.2d 691 (1948). 

®* Dent v. Peoples Bank of Imboden, 118 Ark. 157, 175 S. W. 1154 (1915); 
Reno Water Co. v. Lute, 17 Nev. 203, 30 Pac. 702 (1882); 4 COOK, CORPORATIONS 
§ 716 (8th ed. 1923); 2 FLETCHER, CORPORATIONS § 618 (Perm. ed. 1931). A 
minority rule denies the president this power. Ney v. Eastern Telephone Co., 162 Iowa 
525, 144.N. W. 383 (1913). 

*9 FLETCHER, CORPORATIONS § 4216 (Perm. ed. 1931). Presidents of banking 
corporations are generally accorded this power. Notes, 1 A. L. R. 693, 704 (1919); 67 
A. L. R. 970, 978 (1930). 

5 Regal Cleaners & Dyers v. Merlis, 274 Fed. 915 (C. C. A. 2d 1921); Elbum 
Holding Corp. v. Mintz, 120 N. J. L. 604, 1 A.2d 204 (1938); Lydia E. Pinkham 
Medicine Co. v. Gove, 298 Mass. 53, 9 N. E.2d 573 (1937). 

*120N. J. L. 604, 1 A.2d 204 (1938). 
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resulted on all controversial matters. The president of the corporation, a 
member of one family, sued the treasurer, a member of the opposing 
faction, in the corporate name for rents due the corporation for real estate 
under lease to the treasurer. The New Jersey court held that such suit was 
proper and that the president of a corporation may, in pursuance of a 
power incidental to his office, institute legal proceedings to preserve the 
corporate interests.” Like decisions have been reached in the federal courts 
and in Massachusetts. The Elbum decision was well received by legal 
scholars, and its result lauded as a practical solution to this unusual 
problem.°® 

In the principal case, the court denies the president the right to insti- 
tute suit for the corporation, holding that suit by the president in such a 
situation circumvents the statutory requirement that a corporation shall be 
managed by its board of directors ?° and that the lower court’s decision 
attempts to amend the statute to ‘‘read that the corporation shall be man- 
aged by its board of directors, except in case of deadlock, when it shall be 
managed by the director who happens to be president.’’ 1+ The court does 
not hold that such action by the president would be improper if the dead- 
lock over the proposed litigation threatened the very existence of the cor- 
poration but fails to find proof of such an emergency or critical situation. 
The court’s decision in this regard may well be questioned in view of the 
fact that the plaintiff corporation. was formed for the very purpose of 
marketing the corporate defendant’s pens and had expended large sums in 
advertising such product. Perhaps the court here differentiates between a 
threat to the corporation’s business and a threat to the existence of the 
corporation as such—as would be the case were a petition for involuntary 
bankruptcy filed, and the directors, by a tie vote, refused to file an answer.’” 
If such is the court’s view, they have occupied a position which reason will 
not defend. 

In the instant case, the court held that the directors of the plaintiff 
who were nominated by the defendant were not disqualified to vote on the 
motion. Generally a director’s vote on a matter within his discretion is 
invalid when he has an interest therein,’* but this court, in the absence of 
clear proof to the contrary, gives such directors the benefit of a presumption 
that they were acting in the best interests of the plaintiff and holds the 


7 Id. at 607, 1 A.2d at 207. 

® Supra note 5. 

*See Note, 48 YALE L. J. 1082 (1939); Comment, 52 HARV. L. REV. 321 
(1938) ; Comment, 5 U. OF PITT. L. REV. 44 (1938). 

2° CONSOLIDATED LAWS OF NEW YORK, GENERAL CORPORATION LAW § 27. 

1298 N. Y. 483, 84 N. E.2d 790, 794. Italics by court. 

Regal Cleaners & Dyers v. Merlis, 274 Fed. 915 (C. C. A. 2d 1921). 

% Goldie v. Cox, 130 F.2d 695 (C. C. A. 8th 1942); Bovay v. H. M. Byllesby 
6 Co., 38 A.2d 808 (Del. 1944); Federal Life Ins. Co. v. Griffen, 173 Ill. App. 5 
(1913) ; Holmes v. Republic Steel Corp., 69 N. E.2d 396 (Ohio 1946). 
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president estopped to deny their qualification to vote as he solicited their 
vote in favor of the motion to institute suit.’ 

An analogy may be adduced to support the president’s right to insti- 
tute suit in this situation. A partner in a dual partnership may sue on 
behalf of the partnership and at the partnership expense to enforce an 
existing claim even over the express refusal of the other partner.’® In the 
principal case, the court relegates the dissatisfied directors to the remedy of 
a stockholder’s derivative action '* and forces the chief executive of the 
corporation to adopt this remedy, with its attendant hazards," in order to 
protect the corporation’s assets and safeguard the rights of creditors and 
stockholders. The same result would be more expeditiously obtained had 
the court allowed the maintenance of the suit as brought. 

PHILLIP B. JOHNSON 


COVENANTS—A Promise to Pay Money as a Covenant Running 
with Land. (Illinois) 


August Mathis conveyed farm land to Allan Mathis, his son; the 
deed recited that the property was being conveyed to Allan Mathis in 
partial consideration of his making five specified payments of money to 
Phillip Mathis, another son of the grantor, and that the right of Phillip 
Mathis to receive these payments was made a lien against the land. After 
the death of Phillip Mathis, Allan Mathis filed a complaint in the circuit 
court asking that the provision in the deed creating the lien be declared 
personal to Phillip Mathis and that the lien upon the land be declared 
discharged by his death. The defendants, heirs of Phillip Mathis, answered 
averring that the provison in the deed inured to the benefit of his heirs and 
that by reason of his death the lien descended to them. The circuit court 
entered a decree finding that the provision in the deed was personal to Phillip 
Mathis and ordered the lien discharged. On appeal to the Supreme Court 
of Illinois, held: Reversed and remanded. The provision in the deed for 
payment of money to Phillip Mathis is a covenant running with the land 
and upon acceptance of the deed by the grantee became effective, vesting an 
immediate interest in Phillip Mathis subject to descent and distribution to 
his heirs. Mathis v. Mathis, 402 Ill. 60, 83 N. E.2d 270 (1948). 


4298N. Y. 483, 84 N. E.2d 790, 793. 

% Hill v. Marsh, 46 Ind. 218 (1874); Coggeshall v. McKenny, 144 S.C. 1, 103 
S. E. 30 (1920). 

298 N. Y. 483, 84 N. E.2d 790, 794. 

7 CONSOLIDATED LAWS OF NEW YORK, GENERAL CORPORATION LAW § 61b. 
This section provides that in a stockholder’s derivative action, the stockholder instituting 
such action must own five per cent of the outstanding shares of any class or own shares 
having a market value in excess of $50,000 to bring the suit without depositing in court a 
sum to be determined by the court as security for expenses. 
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The result in this case is apparently correct, but the correctness of the 
reasoning applied by the Court to achieve this result is questionable. Un- 
doubtedly the lien on the conveyed land was inheritable and enforceable 
by the heirs of Phillip Mathis, but the opinion of the Court is misleading 
and inaccurate in calling the provision creating the lien a covenant running 
with the land. The case does not involve a covenant running with the land, 
for there is no question of any one other than the original grantee being 
bound by the promise since the land charged was still in the hands of the 
original grantee. Had the grantee conveyed the land, then the question of 
the running of the promise to pay money would have been raised. 

A covenant must meet certain requirements before it can be accorded 
the status of a covenant running with land. As a general rule, in order for 
the covenant to run, the burden imposed upon the servient estate must 
confer a benefit upon a dominant estate.’ It is, therefore, essential to the 
running of a covenant that the beneficiary of the covenant own land which 
can be benefited by the covenant.” It is apparent from the facts in this case 
that the covenant was for the personal benefit of the son of the grantor and 
not for the benefit of land owned by the grantor or by his son. If, in fact, 
the beneficiary of the covenant owned land, it was not shown in this case 
that his land would be in any way benefited or enhanced in value by the 
grantee’s promise to pay money.® 

Had this case actually involved the question of a covenant running 
with land, that is, had the heirs of the beneficiary sought to enforce the 
promise to pay money against an owner of the land subsequent to the 
original grantee, the Illinois case of Van Sant v. Rose * would be in point, 
even though it is contrary to the general rule stated above. In that case the 
Supreme Court held that a grantor of land could enforce a restrictive cove- 
nant against those who took the land under the grantee. The grantor in 
that case owned no land which could be benefited by the enforcement of this 
restrictive covenant, but the Court enforced it on the ground that it was a 
covenant running with the land. This decision has been severely criticized ° 
but is apparently still followed in IIlinois.* It is, therefore, conceivable 
that under the Van Sant case a promise to pay money might be enforced 
against a subsequent owner of the land, even though the Van Sant case 


13 TIFFANY, REAL PROPERTY §§ 849, 854 (3d ed. 1939). 

? Ibid. 

* That a covenant to pay money may run with the land where the money confers a 
benefit on land, see Neponsit Property Owners’ Ass’n v. Emigrant Industrial Savings Bank, 
278 N. Y. 248, 15 N. E.2d 793 (1938). : 

* 260 Ill. 401, 103 N. E. 194 (1913). 

5 Leesman, Covenants Running With The Land In Illinois, 14 ILL. L. REv. 480, 
486 (1920); Comment, 9 ILL. L. REV. 58 (1914); Recent Cases, 27 HARV. L. REV. 
493 (1914). 

* Ockenga v. Alken, 314 Ill. App. 389, 41 N. E.2d 548 (1st Dist. 1942); Dolan 
v. Brown, 338 Ill. 412, 170 N. E. 425 (1930); Fick v. Burnham, 251 Ill. App. 333 
(1st Dist. 1929) ; Turney v. Shriver, 269 Ill. 164, 109 N. E. 708 (1915). 
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involved a negative covenant whereas a promise to pay money is an affirma- 
tive covenant. 

In the instant case the Court did not attempt to find reasons for the 
contention that the promise to pay money was a covenant running with 
the land but satisfied itself with the citation of Corpus Juris Secundum to 
the effect that where land is conveyed in consideration of a covenant by the 
grantee to support the grantor, or other persons designated, the covenant 
runs with the land.’ In addition, the Court cited two Illinois cases ® 
which were cited by the editors of Corpus Juris Secundum to sustain this 
proposition. Unfortunately, for the efficacy of this proposition, the two 
cases relied upon did not hold that the covenant ran with the land but held 
that the covenant created a charge upon the land which could be satisfied 
by a sale of it. 

The Court was evidently of the opinion that unless this provision 
could be called a covenant running with land, the heirs of the beneficiary 
of the covenant could not enforce the lien upon the land. The Court need 
not have resorted to that theory to sustain the rights of the heirs for there 
is ample authority to the effect that such a provision creates an equitable 
charge upon the land which is subject to descent and distribution to the 
heirs of the owner of the charge.® 
REX CARR 


FUTURE INTERESTS— Time of Reference of Words of Survivor- 
ship in the Limitation of a Remainder. (Illinois) 


The plaintiffs brought an action in the Circuit Court of Moultrie 
County for the partition of certain lands and for the construction of the 
will of F. M. Harbaugh. By will the testator had devised all of his real 
estate to his wife for her life, and after the death of his wife, ‘‘all the real 
estate . . . shall be equally divided, share and share alike, between Earl D. 
Peadro, Bernice F. Peadro, Roy F. Peadro, and Irtys A. Peadro, or the 
survivor of them to be their sole and absolute property.”’ The plaintiffs 
contended that the words of survivorship in the will referred to the time 
when the will took effect upon the death of the testator. An opposite view 
was advanced by the defendants, who contended that the words of sur- 
vivorship referred to the time when the remainders were to come into 
possession at the death of the life tenant. The trial court found for the 


*21.C..3.5.932§ 73. 


® Carder v. Hughett, 243 Ill. App. 170 (3d Dist. 1926); Gallaher v. Herbert, 
117 Ill. 160, 7 N. E. 511 (1886). 

°5 TIFFANY, op. cit. supra note 1, § 1560; 4 POMEROY’S EQUITY JURIS- 
PRUDENCE § 1244 (5th ed. 1941). 
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defendants and dismissed the complaint. On appeal, held: Reversed and 
remanded. ‘‘Where there is a gift simpliciter in remainder to several per- 
sons or to the survivor of them, the remainder vests immediately upon 
the death of the testator and is not contingent upon all or either of the 
remaindermen surviving the life tenant.’’ Peadro v. Peadro, 400 Ill. 482, 
81 N. E.2d 192 (1948). 


In determining the time of reference of words of survivorship in a 
will disposing of the remainder upon the termination of a particular estate, 
the American and English courts have applied one of two rules of con- 
struction. It should be emphasized here that both these rules are rules of 
construction or of presumed intent and must give way to a contrary 
intent of the testator when such intent can be clearly ascertained. The first 
of the two rules was adopted by the earlier English cases! and is still 
followed in some American jurisdictions. This rule adopts a presumption 
that words of survivorship in a testamentary gift of a remainder after a 
particular estate refer to the time of the death of the testator. The second 
of these rules, and the one prevailing in the later English cases * and in the 
greater number of American jurisdictions today,‘ is that words of survivor- 
ship in the limitation of a ‘remainder in a will refer to the termination of 
the particular estate, or to state it somewhat differently, to the period of 
distribution of the estate in remainder. 

In Illinois this question as to’ the time of reference of words of sur- 
vivorship in a will arose early in the judicial history of the state and has 
been before the Illinois courts on numerous occasions.’ In Hempstead v. 
Dickson,® decided in 1858, the Supreme Court of Illinois stated that “‘sur- 
vivorship is referred to the period of death of the testator, if there be no 
special intent manifest to the contrary, so as not to cut off the heirs of the 
remainder-man who should happen to die before the tenant for life.’’ This 
decision received some support from several subsequent cases,’ but in the 
majority of cases decided since 1858, the Illinois courts have not followed 
the rule as stated in Hempstead v. Dickson and have held instead that words 
of survivorship in the limitation of a remainder in a will refer to the time 


1 Edwards v. Symons, 6 Taunt. 213, 128 Eng. Rep. 1016 (1815); Brown v. 
Bigg, 7 Ves. 279, 32 Eng. Rep. 114 (1802); Stringer v. Phillips, 1 Eq. Cas. Abr. 293, 
21 Eng. Rep. 1054 (1730). 

? O’Brien v. Daugherty, 1 App. D. C. 148 (1893); Moore v. Cook, 153 Ga. 840, 
113 S. E. 526 (1922); Alsman v. Walters, 184 Ind. 565, 106 N. E. 879 (1914); 
Re Patterson, 227 Mich. 486, 198 N. W. 958 (1924); Morris’s Estate, 270 Pa. 120, 
113 Atl. 61 (1921). 

* Re Sadler, Sol. Jo. 89 (1915); Beckwith v. Beckwith, 46 L. J. Ch. N. S. 97- 
C. A. (1876); Howard v. Collins, L. R. 5 Eq. 349 (1868). 

*See Note, 114 A. L.R. 4 at 54. 

® See Note, 114 A. L. R. 4 at 55. 

*20 Ill. 194 (1858). 

7 Arnold v. Alden, 173 Ill. 229,50 N. E. 704 (1898); Grimmer v. Frederich, 164 
Ill. 245,45 N. E. 498 (1896). 
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of the termination of the particular estate.* In 1910 the Hempstead case 
was expressly overruled when the Illinois Supreme Court said in Burlet v. 
Butrlet ® that ‘‘the rule there laid down [in Hempstead v. Dickson] desig- 
nating the period to which survivorship is referred, so far as it applies to 
a case where a gift to survivors is preceded by a life or other prior interest, 
has not been followed by us in later cases and is not approved.’’ In the 
Burlet case, the testatrix had devised land to her husband for life, and “‘all 
that remains at his death I give, devise and bequeath unto my beloved 
children, share and share alike, or the survivor or survivors of them, and 
their heirs.’’ It should be noted that the limitations in this case are very 
similar to those found in Peadro v. Peadro. After disposing of the decision 
in Hempstead v. Dickson, the Illinois Supreme Court proceeded to state that 
the correct and prevailing rule is that where a gift to survivors is preceded 
by a life or other prior interest, it takes effect in favor of those who survive 
the period of distribution and those only, unless a special contrary intent 
is found in the will. This rule, so firmly established by Burlet v. Buclet, 
was consistently followed and applied by the Illinois courts’? until 
Murphy v. Westhoff * was decided in 1944. 

In Murphy v. Westhoff, the testator had devised land to his wife for 
life, with remainder to his three named children ‘‘to be equally divided 
between them and tn the event of the death of one of them or more then to 
the survivors or survivor of them.’ In deciding this case, the Court paid 
little attention to the words of survivorship expressed in the limitation 
and would seem to have based its decision almost entirely on the presence 
of the phrase “‘in the event of the death of one of them or more.’ The 
Court held that this case came within the rule of construction that where 
property is devised simpliciter to one person and in case of his death to 
another, there being no circumstances of an uncertain nature with respect to 
such death, the death contemplated by the testator will be regarded as one 
occurring before his own death. In support of its decision, the Court cited 
several cases wherein this same rule was applied.1* However, all of these 
cases cited by the Illinois Supreme Court as authority for its holding in 


8 Schunecht v. Schultz, 212 Ill. 43, 72 N. E. 37 (1904); Thompson v. Adams, 
205 Ill. 552, 69 N. E. 1 (1903); Blatchford v. Newberry, 99 Ill. 11 (1880); Ridge- 
way v. Underwood, 67 Ill. 419 (1873); cf. Pirrung v. Pirrung, 228 Ill. 441, 81 N. E. 
1065 (1907); Haward v. Peavey, 128 Ill. 430, 21 N. E. 503 (1889) ; City of Peoria v. 
Darst, 101 Ill. 609 (1882). 

* 246 Ill. 563, 92 N. E. 965 (1910). 

Brown v. Hall, 385 Ill. 260, 52 N. E.2d 781 (1944); Johnston v. Herrin, 383 
Ill. 598, 50 N. E.2d 720 (1943); Bushman v. Fraser, 322 Ill. 579, 153 N. E. 611 
(1926); Schaffenacker v. Beil, 320 Ill. 31, 150 N. E. 333 (1926); Sherman v. Flack, 
283 Ill. 457, 119 N. E. 293 (1918); Jones v. Miller, 283 Ill. 348, 119 N. E. 324 
(1918); Smith v. Chester, 272 Ill. 428, 112 N. E. 325 (1916). 

1386 Ill. 136, 53 N. E.2d 931 (1944). 

* Knight v. Knight, 367 Ill. 646, 12 N. E.2d 649 (1938); DeHaan v. DeHaan, 
309 Ill. 323, 141 N. E. 184 (1923); Tomlin v. Laws, 301 Ill. 616, 134 N. E. 24 
(1922) ; Kohtz v. Eldred, 208 Ill. 60, 69 N. E. 900 (1904). 
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Murphy v. Westhoff involved only a devise to the first taker without 
describing his estate, followed by a limitation over on his death in terms 
implying a contingency. In none of them was there a preceding particular 
estate such as was present in the Murphy case. Where there is a devise to A 
but in event of his death to B, the more reasonable construction is that the 
death referred to is the death of the first taker in the life of the testator.'* 
However, this is an entirely different limitation than the one found in the 
Murphy case, and it would appear that the cases cited in Murphy v. West- 
hoff are little, if any, authority for the Court's holding in that case. Al- 
though there are no direct decisions on this point in IIlinois,** it would 
seem that where A is given a life estate and the remainder is given to B in 
fee and in the event of B’s death then to C in fee, the death of B at any 
time before the death of A is contemplated. This is the view taken by the 
textwriters,’® and it is also the rule adopted by the English cases '* and by 
the Restatement of Property.*7 Moreover, it is doubtful whether the 
testator in the Murphy case used the phrase ‘‘in the event of the death” for 
any purpose other than to clarify the meaning of the limitation, and the 
more reasonable construction would be to treat these words as mere sur- 
plusage. Therefore, the limitation in the Murphy case comes within the 
scope of the rule of construction as to the time of reference of words of 
survivorship in a will, and it would appear that the actual decision in 
Murphy v. Westhoff was the result of the confusion of two types of limita- 
tions and two entirely different rules of construction. 

In reaching its decision in Peadro v. Peadro that the words of sur- 
vivorship referred to the time of the death of the testator and not to the 
termination of the particular estate, the Illinois Supreme Court relied 
almost solely upon its holding in Murphy v. Westhoff. However, in the 
Peadro case even the words “‘in the event of the death’’ upon which the 
Court so strongly relied in Murphy v. Westhoff were missing. The lan- 
guage used in the gift of the remainder in the Peadro case comes squarely 
within the rule of construction adopted in Burlet v. Burlet ** and followed 


%*See note 12 supra; CAREY AND SCHUYLER, ILLINOIS LAW OF FUTURE 
INTERESTS § 159 (1941); 2 JARMAN, WILLS 2145 (6th ed. 1910); 2 SIMES, THE 
LAW OF FUTURE INTERESTS § 326 (1936); 7 U. OF CHI. L. R. 587 (1940). 

% See Smith v. Shephard, 370 Ill. 491, 495, 19 N. E.2d 368, 371 (1939); Clark 
v. Leavitt, 330 Ill. 350, 355, 161 N. E. 751, 753 (1928); Drager v. McIntosh, 316 
Ill. 460, 466, 147 N. E. 433, 436 (1925); Betty v. Collins, 294 Ill. 424, 427, 128 
N. E. 547, 548 (1920). 

%* CAREY AND SCHUYLER, op. cit. supra, note 13, § 159; 2 JARMAN, op. cit. 
supra note 13, at 2148; KALES, ESTATES, FUTURE INTERESTS AND ILLEGAL CONDI- 
TIONS AND RESTRAINTS IN ILLINOIS §§ 529-37 (1920); 2 SIMES, op. cit. supra, note 
13, §§ 327, 330. 

7 Green v. Barrow, 10 Hare, 459 (1853); LeJeune v. LeJeune, 2 Keen. 701 
(1837); Hervey v. McLaughlin, 1 Price 264 (1815); see cases cited in 2 JARMAN, 
op. cit. supra note 13, at 2149, 2150. 
™ RESTATEMENT, PROPERTY § 264 (1940). 

%% See note 9 supra. 
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by the Illinois courts until Murphy v. Westhoff was decided in 1944. Thus 
Peadro v. Peadro represents a clear departure from the established rule 
that words of survivorship used in the limitation of a remainder in a will 
refer to the termination of the particular estate. It is to be hoped that the 
Illinois Supreme Court will clarify its position in the near future as to the 
time to which words of survivorship in a will refer, since by its decisions 
in Murphy v. Westhoff and in Peadro v. Peadro, the Court has caused some 
doubt as to the proper wording to be used by draftsmen of wills in order 
to gain a desired result. 

WILLIAM M. LEWERS 


INSURANCE—lIncontestable Clause—Reformation For Mistake After 
Incontestable Period. (Federal) 


Defendant applied for a policy of life insurance in the amount of 
$10,000 on a so-called ‘‘Uniform Premium Plan.” Because of a clerical 
error the plaintiff company issued a $10,000 ‘‘Pension Policy, age 65.” 
Under the policy issued, the insured is entitled upon maturity to receive 
benefits which are double the amount afforded by the policy for which 
application was made. The premium inscribed on the issued contract and 
paid by defendant throughout the life of the policy was somewhat over 
one-half the premium the plaintiff normally requires for its “‘Pension 
Policy, age 65." Twenty years later the plaintiff became aware of the 
mistake and sought to substitute the policy applied for in place of the one 
issued. Upon the defendant’s refusal to agree to the substitution, the 
plaintiff brought an action for the reformation of the contract. The trial 
court ordered the policy reformed, notwithstanding the incontestable clause. 
On appeal, held: Reversed. After the period of incontestability, the clause 
prevents reformation for a mutual mistake. Richardson v. Travelers Ins. 
Co., 171 F.2d 699 (C. C. A. 9th 1948). 

The leading case dealing with the incontestable clause in reference to 
mutual mistake is Columbian National Life Ins. Co. v. Black, where 
through mistake the printer had used the form for an ordinary life policy 
for the first page but on the reverse side had erroneously used the form for 
an endowment policy. The policy contained a clause substantially the same 
as that in the policy in the principal case which states ““This contract shall 
be incontestable after one year from date of issue, except for non-payment 
of premiums.”’ The court in the Columbian case held that a suit by the 
insurance company for reformation twenty years after the date of issue was 
“not a contest . . . of the policy, but a prayer to make a written instru- 
ment speak the real agreement of the parties.’’? For that reason the cor- 


+35 F.2d 571 (C.C. A. 10th 1929). 
*Id.at 577. 
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rection of a mutual mistake was said to be excepted from the coverage of 
the incontestable clause. The court in the instant case rejected that reason- 
ing on the ground that the clause ‘‘does not say that the insurer shall not 
contest his liability under the actual agreement; it says this contract shall 
be incontestable.’’ The holding is to the effect that: (1) The policy as 
issued, although it is not the ‘‘true agreement” of the parties, becomes the 
“contract’’ binding upon the parties after the contestable period has passed; 
(2) The incontestable clause is taken to refer to the terms embodied in the 
executed policy rather than to the terms of the true agreement. These two 
propositions are in direct conflict with the Columbian case. The court 
there regarded ‘‘this contract’’ as referring to the true agreement between 
the parties. That there may be a divergence of opinion as to the correct 
decision in this factual situation is readily understandable. 

The power of a court of equity to reform an instrument so that it will 
express the actual agreement of the parties in the case of mutual mistake 
or mistake upon the part of one and fraud or inequitable conduct on the 
part of the other is well-recognized.* it follows that the actual agreement 
is the real contract and not the agreement as expressed in the writing.* If 
the clause had read ‘‘The'contract shall be incontestable . . . ,’’ logically, 
one could hardly deny that it was the true agreement to which reference was 
being made. However, because of the use of the adjective this, the court 
said the phrase “‘patently applies to the provisions appearing on the docu- 
ment of insurance of which that clause is a part.’’ It would seem that no 
added significance should be placed upon the word ‘‘this’’ because the 
parties naturally would believe that the true agreement was expressed in 
the written contract. By the phrase “‘this contract’’ they would refer to 
the written contract, but only because they believed it to be the true agree- 
ment. Therefore, if there is a mistake in the written document, seemingly, 
the correct meaning of “‘this contract’’ would be ‘“‘the true agreement.” 
The court placed great significance on this particular language, but it is 
submitted that it is not entitled to the weight given. 

The second ground relied upon by the court for its decision was that 
mutual mistake is an inception defense, as is fraud, and because it is well- 
settled that the incontestable clause prevents the insured from raising the 
defense of fraud,® therefore, it is not reasonable to bar the raising of fraud 


> Wasatch Min. Co. v. Crescent Min. Co., 148 U. S. 293, 13 Sup. Ct. 600 
(1893); McGinnis v. Boyd, 279 Ill. 283, 116 N. E. 672 (1917); New York Life 
Ins. Co. v. Gitbert, 215 Mo. App. 201, 256 S. W. 148 (1923); RESTATEMENT, 
CONTRACTS §§ 504, 505 (1932). 

45 WILLISTON, CONTRACTS § 1541 (rev. ed. 1937). 

5 New York Life Ins. Co. v. McCarthy, 22 F.2d 241 (C. C. A. 5th 1927); 
Indiana Nat. Life Ins. Co. v. McGinnis, 180 Ind. 9, 101 N. E. 289 (1913); Stratton v. 
Service Life Ins. Co., 117 Neb. 685, 222 N. W. 332 (1928); Wright v. Mutual Benefit 
Ass'n. 43 Hun 61, aff'd, 118 N. Y. 237, 23 N. E. 186 (1890); Metropolitan Life Ins. 
Co. v. Peeler, 71 Okla. 238, 176 Pac. 939 (1918). 
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as a defense and at the same time allow the insurer to gain reformation for 
its own benefit on the ground of an alleged mistake of its own employees. 
This line of argument seems more logical than that used above. However, 
a distinction may be noted between the two defenses. In the case of an 
insurance company defending on the ground of fraud, it would be denying 
all liablity on the contract, whereas in a suit for reformation for mistake, 
the insurer is not seeking to avoid liability but is only seeking to make the 
written contract conform to the intended agreement of the parties. 
Historically the reason for the incontestable clause is found in the 
character of the life insurance contract. The law has always considered 
that insurance contracts should be made in the utmost good faith, but at 
first it was inclined to regard all statements made in applications for insur- 
ance and all terms of the contract as warranties. Consequently, the validity 
of the contract depended upon the absolute and literal truth, irrespective of 
materiality, of all statements of the applicant, and unscrupulous companies 
could secure the forfeiture of insurance if they could discover even the most 
trivial or honestly unavoidable inaccuracy in the information obtained 
from the insured. The resulting injustice led legislatures to enact laws 
requiring that statements made by applicants be considered common law 
representations rather than warranties, which meant that materiality was 
required as the basis for forfeiture. As a competitive measure, the insurance 
companies then began to adopt the incontestable clause and in effect decided 
that this aspect of the business be included in the risk. The clause was 
inspired by the desire of companies to protect the honest policyholder 
against the possibility that his statements or innocent misstatements might 
operate to invalidate a claim brought at his death.* The provision was 
justified on the ground that such miscarriage of his plans could not, of 
course, after his death have his own attention or the benefit of his own 
explanation and proof of his statements.” This reason has been sufficiently 
strong to prevent the avoidance of a policy where the insured has made 
fraudulent representations,® although in the absence of the incontestable 
clause, the policy would have been voidable.® However, where the com- 
pany seeks reformation because of mutual mistake it is not seeking to be 
relieved of all liability but is asking that it be subjected only to that liability 
for which the insured had contracted and paid the premiums. This is not 
detrimental to the insured. He will be getting exactly what he has paid 
for. In the principal case, the original justification for inserting the clause 
is not present—here the insured is still alive and had an opportunity to 
show there was no mistake on his part. Apparently he failed to do this, 
because if he had shown only a unilateral mistake, there could clearly be 


* CLOUGH. A CENTURY OF AMERICAN LIFE INSURANCE 53 (1946). 

7 HORNE & MANSFIELD, THE LIFE INSURANCE CONTRACT 181 (1938). 

® See note 5 supra. 

®* Welch v. Union Cent. Life Ins. Co., 108 Iowa 224, 78 N. W. 853 (1899); 
Gardner v. North State Mutual Life Ins. Co., 163 N. C. 367, 79 S. E. 806 (1913). 














“>: 








BSNS AST 





RE et RS 








& 
t 
| 





Fall] CASE COMMENTS 537 





no reformation, even in the absence of an incontestable clause.*° The court 
assumed a mutual mistake and, by analogy to the fraud cases, denied refor- 
mation. In view of the fact that the incontestable clause was inserted 
originally to protect the insured against his own mistakes, it is interesting 
to note how the courts have included fraud within its compass, and now 
in the instant case, the court has extended it to prevent reformation for 
mutual mistake. From a historical aspect, the result does not seem justified. 

Furthermore, it may be noted that the clause does not provide that the 
policy shall be incontestable “‘by the insurer” any more than “‘by the 
insured.”’ If the company by mistake had issued a policy for one-half the 
amount that had been contracted for, it would hardly be suggested that 
the insured in bringing an action to reform the policy and recover under 
it as reformed was contesting the policy within the meaning of the clause.’ 
It may be argued, therefore, that the action in the principal case is not a 
contest either and that the clause was never intended to be applicable to a 
factual situation as therein presented. However, it is more probable that 
the court in such a case would say that the clause is solely for the benefit 
of the insured. 

Numerous jurisdictidns have followed the decision in the Columbian 
case,?* and in view of that fact, it seems that the court in refusing to follow 
it should give clear and cogent reasons for so doing. The cases arose in 
different federal circuits and present the conflict—one stating that the 
insurer assumes the risk of mistake and the other that it does not. 


VINCENT T. WASILEWSKI 


TORTS— Right of a Viable Child to Maintain an Action for Negligent 
Prenatal Injuries. (Ohio) 


A child brought an action to recover for prenatal personal injuries 
resulting from the negligent conduct of the defendant. Held: The child in 
utero is not a person, and, consequently, it can have no right nor can any 
duty be owed to it in tort. Mays v. Weingarten, ...... Ohio App. ...... , 82 
N. E.2d 421 (7th Dist. 1948). 

On similar facts, held: The viable infant is in fact capable of a sepa- 
rate existence though it is within its mother’s womb. Scientific knowledge 
and an appraisal of social values require a departure from the recognized 
rule and an acknowledgment of the child’s right of action. In view of the 


Geiger Watch Case Corp. v. Fidelity & Deposit Co., 120 Misc. 441, 199 N. Y. S. 
555 (1923); Kaufman v. New York Life Ins. Co., 315 Pa. 34, 172 Atl. 306 (1934); 
New York Life Ins. Co. v. Kimball, 93 Vt. 147, 106 Atl. 676 (1919). 

™ Columbian National Life Ins. Co. v. Black, 35 F.2d 571 (C. C. A. 10th 1929). 

# Mates v. Penn Mutual Life Ins. Co., 316 Mass. 303, 55 N. E.2d 770 (1944) ; 
Neary v. General American Life Ins. Co., 140 Neb. 756, 1 N. W.2d 908 (1942); 
Equitable Life Assur. Soc. v. Rothstein, 122 N. J. Eq. 606, 195 Atl. 723 (1937). 
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conflict between the Ohio courts of appeals, the question was referred to 
the Supreme Court of Ohio for a final determination.* Williams v. Marion 
Rapid Transit, Inc., 82 Ohio App. 445, 82 N. E.2d 423 (3rd Dist. 
1948). 

While the Supreme Court of Canada has since 1933 recognized the 
right, the majority of American decisions, in the absence of statute,” have 
not permitted an infant to recover for injuries sustained while en ventre 
sa mere.® 

Justice Holmes, in the first recorded Anglo-American case touching 
this problem, flatly rejected such a claim, contending that at common law 
there could be no duty to a child en ventre sa mere for the reason that the 
child was not considered in being but was merely a part of the mother, and, 
therefore, the only duty existing was to her.* 

But as a practical matter, the law, except in the field of tort, almost 
universally does accept and protect the child before birth. The law of 


*Since the preparation of this comment, the Supreme Court of Ohio has upheld the 
decision in Williams v. Marion Rapid Transit, Inc., holding that ‘‘an unborn, viable child 
is a ‘person’ within the meaning of the constitutional guarantee of redress to every person 
for injury done him.’”’ 87 N.E.2d 334, 22 Ohio Bar 114 (1949). 

* Montreal Tramways Co. v. Léveillé, [1933] 4 D. L. R. 337 (Can. Sup. Ct.). 

* CAL. Civ. CODE § 29 (Deering, 1941); Scott v. McPheeters, 33 Cal. App. 2d 
629, 92 P.2d 678 (1939). 

* Stanford v. St. L.-San. F. Ry., 214 Ala. 611, 108 So. 566 (1926); Allaire v. 
St. Luke’s Hospital, 184 Ill. 359, 56 N. E. 638 (1900); Smith v. Luckhardt, 299 III. 
App. 100, 19 N. E.2d 446 (1st Dist. 1939); Dietrich v. Northampton, 138 Mass. 14 
(1884); Newman v. Detroit, 281 Mich. 60, 274 N. W. 710 (1937); Buel v. United 
Rys., 248 Mo. 126, 154 S. W. 71 (1913); Stemmer v. Kline, 128 N. J. L. 455, 26 
A.2d 489 (1941); Drobner v. Peters, 232 N. Y. 220, 133 N. E. 567 (1921) (Cardozo 
dissenting without opinion) ; Nugent v. Brooklyn H. R., 154 App. Div. 667, 139 N. Y. 
Supp. 367 (2d Dep’t. 1913), appeal dismissed, 209 N. Y. 515, 102 N. E. 1107 
(1913); Berlin v. J. C. Penney Co., 339 Pa. 547, 16 A.2d 28 (1940) overruling by 
implication Kine v. Zuckerman, 4 Pa. D. & C. 227 (1924); German v. Budlong, 23 
R. I. 169, 49 Atl. 704 (1901); Magnolia Coca-Cola Bottling Co. v. Jordan, 124 Tex. 
347,78 S. W.2d 944 (1935); Lipps v. Milwaukee Elec. Ry. & Lt. Co., 164 Wis. 272, 
159 N. W. 916 (1916); RESTATEMENT, TORTS § 869 (1939), “A person who 
negligently causes harm to an unborn child is not liable to such child for the harm.”’ In a 
caveat following, the Institute cautions that it takes no stand as to liability where the 
injury is inflicted by intentional or reckless conduct without excuse. The moral sense is, 
of course, more patently outraged by the injury if it is the result of a reckless or an inten- 
tional act. However, if in that instance, the Institute conceeds the possibility of regarding 
the infant in utero as in being and of the possibility of surmounting the causation problem, 
as well as the other arguments advanced in defense of denial of liability, on what ground 
can the distinction be based other than hesitancy to renounce a settled rule of law? Surely 
the logic of the majority view is equally cogent and applicable where the facts constitute 
intentional as well as negligent conduct. May not this very hesitancy augur a change of 
position on the part of our more progressive courts in the foreseeable future? Contra: 
Bonbrest v. Kotz, 65 F. Supp. 138 (D. C. D. C. 1946). 

* Dietrich v. Northampton, 138 Mass. 14 (1884). 

° The George 6 Richard, [1871] L. R. 3 Adm. & Eccl. 466 (by the admiralty 
courts) ; Hall v. Hancock, 15 Pick. 255 (Mass. 1834); Deal v. Sexton, 144 N. C. 157, 
56 S. E. 691 (1907) (in the law of property): BL. COMM. 70 (Gavit’s ed. 1941). 
“The law in many cases hath consideration of him in respect to apparent expectation of 
birth.’’ 7 Coke 8b, 77 Eng. Rep. 423, 424. 
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property recognizes the child in the mother’s womb as in esse for all pur- 
poses which are for its benefit.© Consequently, he is enabled to take by way 
of will,’ descent,® and marriage settlement;® he can be an executor,’® and 
he can have a guardian appointed '! who is enabled to serve an injunction 
to stay waste.?” Moreover, in the criminal law, the incongruity of the denial 
of the right becomes at once apparent. If a child is injured while yet in the 
womb and there dies, it is not murder; 1° yet if he is born and then dies as 
a result of the prenatal injury, a case sufficient for murder or manslaughter 
is presented.** It is axiomatic that before such a charge can be brought a 
homicidal act must have been perpetrated upon a human being.** Why 
then, if the state takes cognizance of him as a human being that has been 
killed, will not the state permit him to recover for injuries inflicted by the 
same act? 

Except where property rights are involved, blind adherence to stare 
decisis would seem to offer but little to commend retention of a doctrine 
which patently promotes injustice. Yet Illinois courts, steadfast in the 
guardianship of a right of action for the notorious ‘‘heart-balm’”’ suits,** 
have twice rejected the plea of the infant branded with disfigurement while 
in the mother’s womb."’ For him there is no wrong for which the Illinois 
constitution guarantees a remedy.® 

Some courts have denied recovery on the rather dubious ground of the 
absence of contractual obligation,’® seemingly having overlooked altogether 


* Hall v. Hancock, supra note 5; Deal v. Sexton, supra note 5; Campbell v. Ever- 
hart, 139 N. C. 503, 52 S. E. 201 (1905). 

7 Biggs v. McCarty, 86 Ind. 352 (1882); BL. COMM. 70. 

® Deal v. Sexton, 144 N. C. 157, 56 S. E. 691 (1907); Thellusson v. Wood- 
ford, 4 Ves. 227, 31 Eng. Rep. 117 (Ch. 1799). 

® Millar v. Turner, Ves. Sr. Supp. 63, 28 Eng. Rep. 457 (Ch. 1748). 

© BL. COMM. at 511. 

“BL. COMM. at 70. 

2 Musgrave v. Parry, 2 Vern. 710, 23 Eng. Rep. 1067, (Ch. 1715) ; see Wallis v. 
Hodson, 2 Atk. 114, 117, 26 Eng. Rep. 472, 473 (Ch. 1740). 

3 Commonwealth v. Parker, 9 Metc. 263 (Mass. 1845); State v. Cooper, 22 
N. J. L. 52 (1849); BL. COMM. at 833. 

4 Clarke v. State, 117 Ala. 1, 23 So. 671 (1898); Morgan v. State, 148 Tenn. 
417, 256 S. W. 433 (1923); 1 WHARTON, CRIMINAL LAW § 783 (12th ed. 1932); 
BL. COMM. at 833. 

%29C. J. 1049. 

%® The so-called ‘“‘Heart Balm Act’’ prohibiting the filing of any pleading in a civil 
action for, and abolishing the cause of action of, alienation of affections, criminal conversa- 
tion, or breach of contract to marry was held unconstitutional as a violation of the Illinois 
constitutional provision guaranteeing ‘‘a certain remedy in the laws for all injuries and 
wrongs received in person, property or reputation.’’ ILL. CONST. Art. II, § 19; ILL. 
REV. STAT., c. 38, § 246.1, 246.2 (1945) ; Heck v. Schupp, 394 Ill. 296, 68 N. E. 2d 
464 (1946). 

7 Allaire v. St. Luke’s Hospital, 184 Ill. 359, 56 N. E. 638 (1900); Smith v. 
Luckhardt, 299 Ill. App. 100, 19 N. E.2d 446 (1st Dist. 1939). 

%* ILL. CONST. Art. II, § 19. 

* Nugent v. Brooklyn H. R., 154 App. Div. 667, 139 N. Y. Supp. 367 (2d 
Dep’t. 1913); Walker v. Great N. Ry. of Ire. [1891] L. R. 28 Ir. 69. 
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the tort basis of the claim.*° Indeed, even if the contractual theory is 
insisted upon, is there any reason why the infant in the womb, not unlike 
the infant in arms, may not recover as a third party beneficiary? ** 

But perhaps the real reasons and, at the same time, the most potent 
arguments advanced for denial of recovery are those founded on considera- 
tions of policy and practicality. Numerous courts have maintained that 
in this field there lies an inherent difficulty in the proof of causation, and, 
consequently, the possibility of a flood of fictitious claims.” It is submitted 
that with the advancement of modern medical science and adequate safe- 
guards requiring proof of injury, there would seem to be no insurmount- 
able obstacle to the tracing of causation.** Neither California ** nor 
Canada,” both of which have afforded a right of action for prenatal injury 
to the infant (the former by statutory construction), has experienced the 
terrible consequences so freely predicted. The ease or difficulty of proof 
seems a negligible consideration when determining the existence of a right. 

The solution most readily proffered has been that the mother be 
allowed to sue and recover for injuries to the child, provided they are not 
too remote.*® This line of reasoning completely eliminates the theoretical 
obstacles which seem to have balked the courts. It concedes that the infant 
en ventre sa mere is but a part of the mother and then proceeds on the 
ground that the law has continually recognized a right of recovery despite 
unusual physical aspects of the plaintiff having aggravated the extent of 
the injury.?” This latter rule, has been held to encompass the situation 
where the injuries are more severe due to the plaintiff being enceinte.** 

Though this answer may offer some measure of hope, still it has yet 
to gain great favor. Furthermore, it proceeds on the basis of a legal fiction, 
ignoring the testimony of science that the child within the womb is, as a 


” Basler v. Sacramento Elec., Gas & Ry., 166 Cal. 33, 134 Pac. 993 (1913). 

210 C. J. 634. (A young child accompanying its mother is a passenger and can 
recover for injuries contracted through the carrier’s negligence though no fare is paid for 
him); Finkelberg v. Continental Casualty Co., 126 Wash. 543, 219 Pac. 12 (1923) 
(A third party beneficiary can sue on the contract even though his identity was not known 
at the time it was executed). 

™ Magnolia Coca-Cola Bottling Co., 124 Tex. 347, 78 S. W.2d 944 (1935). 
Contra: Bonbrest v. Kotz, 65 F. Supp. 138 (D. C. D. C. 1946). 

*% Bonbrest v. Kotz, supra note 22; HERZOG, MEDICAL JURISPRUDENCE § 860- 
975 (1931); MALOY, LEGAL ANATOMY & SURGERY 669-687 (1930). 

* Supra note 2. 

* Supra note 1. 

*Snow v. Allen, 227 Ala. 615, 151 So. 468 (1933); Birmingham Baptist 
Hospital v. Brandon, 218 Ala. 464, 118 So. 741 (1928) ; see Stanford v. St. L.-San. F. 
Ry., 214 Ala. 611, 612, 108 So. 566 (1926); Dietrich v. Northampton, 138 Mass. 
14, 17 (1884). Contra: Prescott v. Robinson, 74 N. H. 460, 69 Atl. 522 (1908). 

* T ouisville 6 N. R. v. Wright, 183 Ky. 634, 210 S. W. 184 (1919); Watson 
v. Rheinderknecht, 82 Minn. 235, 84 N. W. 798 (1901). 

* Alabama Fuel & Iron Co. v. Baladoni, 15 Ala. App. 316, 73 So. 205 (1916); 
Purcell v. St. Paul City Ry., 48 Minn. 139, 50 N. W. 1034 (1892). 
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matter of fact, a physical entity, identifiable long before birth, and that 
upon reaching a particular stage in the course of its development, is able to 
sustain life though severed from the body of its mother without the 
formality of birth.*° 

It is precisely here that both theory and fact may reach a common 
ground. The distinction on the basis of viability of the infant was first 
propounded by Justice Boggs in his dissent in Allaire v. St. Luke’s Hos- 
pital.*° Admitting, in the light of medical knowledge, that the infant is 
capable of independent life upon reaching a particular stage in its develop- 
ment within the womb, all arguments grounded upon the assumption of 
nonexistence of the plaintiff and, therefore, absence of a right-duty rela- 
tion *' evaporate. In addition, a distinction on the basis of viability eases 
the unwarranted concern of our courts over the difficulty of tracing causa- 
tion since the time within which the injury must occur is limited to a dis- 
cernible and definable period during the pregnancy. 

Pursuing the reasoning further, if the child is allowed to recover for 
his prenatal physical injuries, why not also for other torts, the effects of 
which may scar him just as effectively and disastrously? For example, 
grievous harm can be done the child branded by defamatory remarks while 
he is yet within his mother’s body. The anticipated reply to such a con- 
tention is to the effect that a child can have no reputation until birth. The 
point is, however, that reputation. is an objective concept. It consists of 
what others conceive us to be and not what we may dream we are.** 

It is submitted that the past decisions find their basis in a reluctance to 
depart from an established nineteenth century medical fallacy and that 
recognition of the separate existence and the consequent rights of the viable 
infant is long overdue. The Supreme Court of Ohio now has an oppor- 
tunity to grasp an enlightened tort doctrine recently rekindled,** co- 
ordinating and integrating the law with the scientific facts of life. 

NED A. FLEISHMAN 


TRADE REGULATION— Functional Discounts and Price Discrimi- 
nation under the Robinson-Patman Act. (Federal) 


The Standard Oil Company supplied gasoline to over three hundred 
retail service stations in the Detroit area at a posted ‘‘tank-wagon price.”’ 
The company also sold to four wholesalers at a “‘tank-car price,”” 1% 


* HERZOG, op. cit. supra note 23; MALOY, op. cit. supra note 23. 

© 184 Ill. 359, 370, 56 N. E. 638, 641 (1900). 

* Dietrich v. Northampton, 138 Mass. 14 (1884); Drobner v. Peters, 232 N. Y. 
220, 133 N. E. 567 (1921). 

83 Winfield, The Unborn Child, 4 U. OF TORONTO L. J. 278, 295 (1942). 
= Bonbrest v. Kotz, 65 F. Supp. 138 (D. C. D. C. 1946). 
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cents per gallon lower than the price to the retailers. The four wholesalers 
resold a substantial part of the gasoline purchased from Standard to their 
own retailer customers who, in some instances, sold to the public at prices 
lower than that permitted other retailers in the area by the prevailing 
““‘tank-wagon price.’’ The Federal Trade Commission, finding a substan- 
tial injury to competition between retailer customers of the wholesalers and 
other retailers, concluded that Standard was guilty of a violation of 
Robinson-Patman Act Section 2(a).1 The fact that the price discrimina- 
tion in favor of the wholesalers was made in good faith to meet competition 
was deemed not controlling. Accordingly, the Commission issued a cease 
and desist order prohibiting sales to wholesalers at prices lower than those 
to retailers where the wholesalers resold to their retailer customers at less 
than the price to retailers in general.?, On petition for review, held: Order 
modified, and as modified, to be enforced. Standard Oil Company v. 
Federal Trade Commission, 173 F.2d 210 (C.C. A. 7th 1949). 


The position of the Federal Trade Commission on the question of 
functional pricing * has been revealed largely in a series of cease and desist 
orders. In Bird & Son, Inc.,* the Commission adopted the rule that it is 
the role of the “‘customer’’ ° in his selling capacity—not the character of 
his buying activities from his suppliers—that determines whether customers 
are competing. Later proceedings considered the validity of discounts 
granted to customers who performed more than one function. Functional 
discounts were upheld, so long as based upon a correct analysis of the extent 


149 STAT. 1528, 15 U. S. C. § 13 (1941). Subsection (a) declares unlawful, 
price discriminations between different purchasers, where such discriminations tend to 
injure competition ‘“‘with any person who either grants or knowingly receives the benefit 
of such discrimination or with customers of either of them.” 

* Standard Oil Co., 3 CCH TRADE REG. SERV. 9 13,447 (F. T. C. 1946). 

* The price differential in favor of the four wholesalers in the instant case may be 
described as a ‘‘functional’’ discount. Prior to the Robinson-Patman Act there was little 
doubt as to the legality of such discounts. S. S. Kresge Co. v. Champion Spark Plug Co., 
3 F.2d 415 (C. C. A. 6th 1925); National Biscuit Co. v. Federal Trade Commission, 
299 Fed. 733 (C. C. A. 2d 1924); Mennen Co. v. Federal Trade Commission, 288 Fed. 
774 (C.C. A.2d 1923), cert. denied, 262 U. S. 759, 43 Sup. Ct. 705 (1923). Nor did 
the legislative history of the Act suggest that Congress intended to outlaw functional 
discounts as such. H. R. REP. NO. 2287, 74th Cong., 2d Sess. 7 (1936); SEN. REP. No. 
1502, 74th Cong., 2d Sess. 3 (1936). See also 80 CONG. REC. 8113, 8117-18, 
8122-34 (1936). In the final form of the Act, however, Congress declined to include a 
specific sanction for functional price differentials. Since the Act was directed, in part, at 
price discriminations by sellers having adverse effects upon competition among their cus- 
tomers, its application to functional price discriminations has remained in doubt. For more 
complete discussions of the subject, see Bartenstein, Functional Discounts under the 
Robinson-Patman Act, 4 WASH. % LEE L. REV. 121 (1947); Schniderman, ‘The 
Tyranny of Labels’’—A Study of Functional Discounts under the Robinson-Patman Act, 
60 HARV. L. REV. 571 (1947); Van Cise, Functional Prices, N. Y. STATE BAR ASSOC. 
ROBINSON-PATMAN ACT SYMPOSIUM 89 (1947). 

*25'F. T, C.548:(1937).. 

5 For the significance of this term in the application of the Act, see notes 1 and 3 
supra. 
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of each function being performed.* In Federal Trade Commission v. Mor- 
ton Salt Company,’ while the actual decision considered the problem of so- 
called ‘‘quantity discounts,’’ the form of the Commission’s order impliedly 
recognized the validity of functional discounts. The position of the 
wholesaler in the marketing structure was acknowledged by the prohibition 
of a lower price to a retailer than to a wholesaler where competitive injury 
results. In the instant case, the price differential prohibited was in favor 
of the four wholesalers. Even as modified by the court,® the Commission’s 
order apparently fails to give legal effect to the fact that the discount was 
granted to Standard’s customers on the basis of their functional role as 
wholesalers. Especially is this true when it is noted that the size of the 
discount allowed the wholesalers was apparently not regarded as con- 
trolling.t° The judicial unconcern over the potential elimination of many 
groups of ‘‘middlemen”’ is little short of astonishing.” 

Startling though these developments may appear, perhaps the most 
significant issue raised in the case relates to the position taken by the Com- 
mission, supported by the court, as to the proof offered by Standard that the 
price discriminations were made in good faith to meet competition. In 
early proceedings involving price discriminations in violation of the Clay- 
ton and Robinson-Patman Acts, it was regarded as essential to the Com- 
mission’s initial case that a “‘probability’’ of substantial competitive injury 
as a result of the price discriminations be made out by the Commission.’* 
If such a probability were shown, the seller could avail himself of the 
defense that the discriminations were made in good faith to meet the prices 


® The Sherwin-Williams Co., The Lowe Brothers Co., and John Lucas 8 Co., Inc., 
36 F. T. C. 25 (1943); American Oil Company and General Finance, Inc., 29 F. T. C. 
857 (1939); Hanson Inoculator Company, Inc., 26 F. T. C. 303 (1938). 

7334 U.S. 37, 68 Sup. Ct. 822 (1948). 

® The order prohibited discrimination in price by (a) selling to some wholesalers at 
prices different from prices charged other competing wholesalers, (b) selling to some 
retailers at prices different from prices charged other competing retailers, and (c) selling to 
some retailers at prices lower than prices charged wholesalers whose customers compete with 
such retailers. 

® As originally issued, the Commission’s order would have placed on Standard the 
burden of policing its wholesalers’ pricing policies or of engaging in possibly unlawful 
resale price maintenance. The court, recognizing this danger, modified the order to prohibit 
sales to wholesalers who ‘‘to the knowledge of (Standard) or under such circumstances as 
are reasonably calculated to impute knowledge to (Standard) resell to their customers at 
less than the refiner’s posted price.’”’ 

Conceivably a functional discount might be so large as to assure the passing on of 
a price advantage to the customers of those receiving the discount. However, it is significant 
that in the instant case only one of the four wholesalers actually resold to retailers at less 
than Standard’s posted retailer price. The danger in the position taken by the Commission 
at present is that it threatens to prevent individual wholesalers from passing on to their 
customers price advantages arising from greater operating efficiency. See Van Cise, supra 
note 3, at 96; Bartenstein, supra note 3, at 137. 

™ See Van Cise, supra note 3, at 92. 

44 International Shoe Company v. Federal Trade Commission, 280 U. S. 291, 50 
Sup. Ct. 89 (1930); Standard Fashion Co. v. Magrane-Houston Co., 258 U. S. 346, 
356, 42 Sup. Ct. 360, 362 (1922). 
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of a competitor.’* Gradually a lessening of the degree of proof of com- 
petitive injury judicially required of the Commission in instituting pro- 
ceedings under the Act has taken place.** The Commission now has merely 
to show a ‘‘reasonable possibility’’ that the discriminations may have the 
prescribed effect upon competition to make out a prima facie case.4* In the 
instant case, the Commission went further and established a substantial 
injury to competition. Standard, however, demonstrated that the dis- 
criminations were made in good faith to meet competition. In disallowing 
this proof by the seller its former effect as a substantive defense, the Com- 
mission has taken the position that the only effect to be accorded Section 
2 (b) of the Act is that of placing on the Commission the burden of proving 
affirmatively a substantial competitive injury, rather than making out the 
present elements of a prima facie case. Since the Commission had already 
sustained this burden, the proof offered by Standard became immaterial. 

That the sleight-of-hand thus employed by the Commission in con- 
struing Section 2(b) of the Robinson-Patman Act can be justified is 
doubtful. The legislative history of the Act may lend the Commission’s 
view a measure of support.'® Subsequent judicial interpretation of the Act, 
however, indicates that the defense formerly permitted by the Clayton Act 
should result in a termination of proceedings under the present Act, if 
properly made out. In Federal Trade Commission v. A. E. Staley Mfg. 
Co., ** the Supreme Court, commencing with the basic premise that an 
injury to competition had been affirmatively shown, spent whole pages in 
demonstrating that Staley had not shown the meeting of competition in 
good faith. Such a discussion would be rendered pointless by the Com- 
mission’s present interpretation of Section 2 (b) .?® 


13 The provisions of the earlier Act made such a showing by the seller a substantive 
defense. In the present version the pertinent language is contained in Section 2(b): 
“Provided, however, That nothing . . . shall prevent a seller rebutting the prima facie 
case thus made by showing that his lower price or the furnishing of services or facilities to 
any purchaser or purchasers was made in good faith to meet an equally low price of a 
competitor, or the services or facilities furnished by a competitor.” 

* See Austern, Required Competitive Injury and Permitted Meeting of Competition, 
N. Y. STATE BAR ASSOC. ROBINSON-PATMAN ACT SYMPOSIUM 63, 64-80 (1947). 

* Federal Trade Commission v. Morton Salt Company, 334 U. S. 37, 68 Sup. Ct. 
822 (1948). 

76 In the House, Subsection (b) was referred to as expressing ‘‘a rule of evidence’’ or 
a ‘rule of procedure.’’ 80 CONG. REC. 9418 (1936). The Senate, on the other hand, was 
assured that a defense was provided. 80 CONG. REC. 9903 (1936). Concern was 
expressed in the Senate over the potential ill effects of depriving a seller of the defense 
afforded by Subsection (b) in treble damages cases. See Austern, supra note 13, at 83. 

7324 U.S. 746, 65 Sup. Ct. 971 (1945). 

* The court specifically pointed out that Staley had chosen to adopt the dis- 
criminatory price systems already employed by its competitor. In such a situation the 
“good faith’’ required by the proviso was lacking. The inference would seem to be plain 
that where the conditions of the proviso were met, the seller should be afforded a defense. 
324 U. S. 746, 750-58, 65 Sup. Ct. 971, 974-6 (1945). See Zlinkoff and Barnard, 
Basing Points and Quantity Discounts: The Supreme Court and a Competitive Economy, 
48 CoOL. L. REv. 994 (1948). 















































































Pall} CASE COMMENTS 545 





Nor is the view of the Commission consistent with its position in 
other proceedings brought under the Act. In every case prior to 1945, the 
Commission assumed without question the burden of proving an injury 
to competition. In the Ferro Enamel ** case, decided after the order against 
Standard, the Commission attached a proviso to its order expressly recog- 
nizing the right of the seller to show good faith meeting of competition. 
Substantial competitive injury had been found by the Commission in Ferro 
Enamel. 

Section 2(e) of the present Act renders the furnishing of certain 
services or facilities to a customer illegal. From the decision in Elizabeth 
Arden v. Federal Trade Commission,” it appears that a violation of Section 
2(e) may be established without proof of competitive injury. If Sub- 
section (b) effects merely a shifting of the burden of proving injury to 
competition, then it becomes meaningless as applied to Subsection (e). 
Such a result was seemingly not contemplated by the framers of the Act.” 


It seems clear that the Commission selected Standard Oil as a test case. 
Much of the Commission’s attention in recent years has been focused upon 
the adverse effect upon competition produced by the rigid and systematic 
type of delivered price systems found in the Staley,?* Corn Products,** and 
Cement Institute ** decisions. Injury to individual buyers in these cases 
stemmed from reduced competition among sellers, achieved by collusive or 
parallel action among the sellers. .The injury consisted of a uniformly 
maintained price. The injury to the buyer-retailers in the Standard Oil 
case, on the other hand, results from the competitive practices of an indi- 
vidual seller. While it may be conceded that the language of the Robinson- 
Patman Act is sufficiently broad to embrace injury to buyers resulting from 
such sporadic price-cutting, it must be recognized that such discriminations 
are highly competitive in effect.2> Since a fundamental tenet of the anti- 
trust laws would insure the ultimate consumer the lowest practical price 
through active competition, it would seem that such practices as those 
involved in the instant case should be left undisturbed except in extreme 
situations. The facts of the present case do not seem to furnish such an 


Ferro Enamel Corp., 42 F. T. C. 36 (1946). 

156 F.2d 132, 135 (C. C. A. 2d 1946). 

The language of Section 2(b) clearly renders it applicable to Section 2(e). See 
note 12 supra. That the courts have so regarded it, see Great Atlantic % Pacific Tea Co. v. 
Federal Trade Commission, 106 F.2d 667, 677 (C. C. A. 3d 1939). 

* Federal Trade Commission v. A. E. Staley Mfg. Co., 324 U.S. 746, 65 Sup. Ct. 
971 (1945). 

% Corn Products Refining Co. v. Federal Trade Commission, 324 U. S. 726, 65 
Sup. Ct. 961 (1945). 

* Federal Trade Commission v. Cement Institute, 333 U. S. 683, 68 Sup. Ct. 793 
(1948). 

*% See Addleman, Effective Competition and thé Anti-trust Laws, 61 HARV. L. REV. 
1289, 1331 (1948); Note, Price Systems and Competition: The Basing Point Issues, 
58 YALE L. J. 426, 453 (1949). 
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extreme situation. The functional discounts accorded by Standard were of 
a type normal to the trade and presumably valid until the present decision. 
And the position of the Commission in its interpretation of Section 2 (b) 
seems difficult to support. Indeed, although this interpretation is essential 
to the Commission’s stand in the present case, it has only recently been 
repudiated by a member of the Commission itself.?° It is to be hoped that 
further judicial review will serve to complete this repudiation and to estab- 
lish the meeting of competition in good faith as a substantive defense, 
particularly in a situation involving the elements of individual competition 
appearing in the present case. 
WESLEY G. HALL 


*% The following are excerpts from answers of Commissioner Ewin L. Davis in 
clarifying the policy of the Commission before the Senate Subcommittee of Trade Policies: 
“Q. Does the Clayton Act permit sellers to meet competition in good faith?”’ ‘A. In the 
ordinary case the answer is yes, since ordinarily competition is not injured by this type of 
discrimination. As to the rare instance in which an injury to competition appears, the 
interpretation of the statute is squarely before the courts in the Standard Oil case...” 
“Q. Where a seller in good faith reduces his price to meet the lower price of a competitor, 
do you believe he should be permitted to meet that lower price . . . even if his doing so 
may cause an injury to a competitor, or to a competitor of his customer?” “A. Yes. If 
good faith is present, injury to competition will be rare; and in general the policy of the 
law should not discourage active competition by preventing the meeting of competition in 
good faith.’’ (Federal Trade Commission Release), 158 CCH TRADE REG. REPORTS 4 
(March 18, 1949). 
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the University of Illinois is a member of the Association of 
American Law Schools and is on the list of approved law schools 
of the American Bar Association. In common with the nation’s 
better law schools, it has long met and exceeded the require- 
ments and standards of both agencies. 

The primary purpose of the College is to train men and 
women for the practice of law. Training for this purpose has 
proved its value also to those who become judges, legislators, 
and teachers of law and for administrators in government and 
private business. The College aims to maintain a program which 
will prepare men and women for any of these callings, and 
which will assist them in becoming leaders in public thought 
and in community service. 

The College of Law offers a three-year curriculum leading to 
the professional degrees of Bachelor of Laws (LL.B.) or Doctor 
of Law (J.D.). It also offers a four-year curriculum leading to 
a first degree of Bachelor of Science (B.S.) in Law and the 
professional degrees of LL.B. or J.D. A wide variety of courses 
is available, ranging from the basic problems in the law to 
more specialized fields of practice. 

Most classes are conducted by the ‘‘case method’’—the exami- 
nation and discussion of judicial decisions, statutes, and other 
sources of law. In advanced classes, use is being made of exer- 
cises in drafting and research, and of seminars in which students 
may lead as well as follow in the discussion. 

A well-balanced program of student activities is open to all 
members of the student body. 
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